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PREFACE 


T his book faUs naturally into two major divisions. The first 
is descriptive of the nature and operation of our money and 
banking system. The second deals with the somewhat broader 
aspects of modern monetary problems. 

The first twenty-nine chapters, which describe our money and 
banking system, are designed to accomplish three, things: 

First, to provide an understanding of the monetary mechanism. 
For this purpose a description of the various forms of money, 
bank credit substitutes, and monetary standards which have been 
in use from time to time is included. 

Second, to supply the basic, elementary information needed 
for an intelligent approach to the banker-customer relationship. 
Several chapters have been devoted to such topics as the meaning 
of the bank statement, the nature of credit instruments, the 
nature of bank deposits and the protection afforded them, and 
the process of clearing and collecting checks. 

Third, to describe contemporary banking institutions and 
banking practices. The loan and investment operations of the 
commercial banks are examined, and the development of the 
national banking system and the Federal Reserve System and its 
policies are surveyed. Thus a sound basis for understanding 
current banking events and problems and also a background for 
study of the complex questions relating to modern central bank- 
ing and monetary theory are provided. 

The second major division of the book deals with modern 
monetary theory and problems. The reader is guided through 
the recognized theories of money and prices, with emphasis upon 
their complementary rather than their controversial nature. An 
attempt is made to harmonize the several approaches and to use 
them in elucidating the central problem of price level behavior. 
Considerable space has been devoted to the basic question of 
international price relationships and equilibrium, under both 
gold and paper currencies, as a basis for understanding the merits 
of the arguments for and against monetary nationalism. Finally, 
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the question of appropriate monetary and central bank policies 
is examined, with emphasis upon their contribution to economic 
stability. 

A large part of what appears herein is drawn from the body of 
common knowledge in the field of money and banking, and its 
origin cannot be credited to any particular source. However, in 
some instances material has been quoted and reproduced from 
other publications. The author gratefully acknowledges his 
debt to the publishers of such material for their generous per- 
3nission to reprint it in the present volume. 

Eollin G. Thomas 
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Chaptee I 


THE PLACE OF MONEY IN THE 
ECONOMIC SYSTEM 

A n economic system based upon specialization lequires 
some mechanism for effecting an exchange of goods and serv- 
ices among the specialists who make it up. Even in a relatively 
simple society where every producer works for himself at his own 
specialized trade, goods must be stored, transported, and ex- 
changed. To carry out these functions effectively, money comes 
into use. The use of money provides both a convenient standard 
for comparing values of things to be exchanged and a medimn 
whereby the exchanges may be carried out. The use of a medium 
of exchange avoids that difficult problem of barter sometimes 
referred to as “double coincidence of wants.” When money is 
used as a medium of exchange, it is unnecessary to find another 
person who not only wants what one has but at the same time 
has what one wants. Instead, one may seH his products for 
money a^d later spend the money for a wide variety of fhin^ 
as needs arise. 

If money is essential to a well-or^m^ed system of exchange 
in a society devoted; to simple ^cializatioE by crafts, it is even 
more indispensable in ifce . compleK i^ieci^iaation of modem 
c apitalis m. This fact beewnes rfear when one contemplates the 
difficulties which would be involved if employers were compelled 
to pay “in kind" ((n^ in their products) rather than in money for 
the services of the several factors of praiuction, including large 
^ups of laboreifs performing hi^y varied work. . If the prod- 
uct is a service, such as transport, for example, the impossibibty 
of waking payment in tiie product itself is entirely clear. Like- 
wise, the assMcbly of real capital goods in the form required for 
niodern Sndr^tey could hardly be accomplished on a barte basis. 

; The imiwrtance of money in economic society cannot be ade- 
quf tdy visufdized by merdy thinking of it as a convenient noe- 

helps, to oy^eonp© the mccaivenienc© 
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of barter. The impact of money and the monetary system upon 
the economic world is vastly greater than this. Money in- 
comes become a primary economic consideration in the lives of 
men. A vast money income, the spending of which may be di- 
rected first one way and then another to suit the buyers’ fancies, 
enables consumers to record their choices in the market and exert 
a powerful influence on the character of goods produced. This 
has a profound effect upon the behavior of our dynamic indus- 
trial society. Not only are personal incomes and expenditures 
calculated in terms of money, but also all business calculations 
are reduced to monetary terms. Because of people’s preoccupa^ 
tion with money incomes, they frequently err in their economic 
calculations. It is easy to forget that one’s real income, or what 
one’s money will buy, is the important thing rather than money 
income. The objectionable features of price inflation, there- 
fore, are sometimes concealed by the accompanying rise in money 
incomes. 

Economic Disturbances Arising from the Use of Money 

Under a simple barter system, however inconvenient, the ex- 
change of goods for goods would be directly under the control of 
the specialized producers concerned. Unless a producer is will- 
ing to extend credit or make a gift, parting with his goods by 
barter requires that he take another’s goods in return. Only a 
change ha the traders’ desires for each other’s goods would inter- 
fere with the normal exchange process. Under such circum- 
stances one may truly say that goods are exchanged for goods and 
therefore the production of goods creates a demand for other 
goods. But this is not the case when money is introduced into 
the exchange system. When acting as a medium of exchange, 
money by its very nature must be capable of becoming a store- 
house of values which may be drawn upon when need arises. 
Goods and services are exchanged for money, which in turn may 
be held until an object of suitable expenditure appears. This in 
itself need cause no trouble in the normal process of exchanging 
goods and services so long as no extraordinary reason appears for 
postponing the spending process. But at times these extraordi- 
nary reasons for holding money do appear, with disturbmg re- 
sults to the functioning of the economic system. For instance, 
some who receive money income normally devote a substantial 
part of that income to the purchase of capital goods or daims to 
capital goods in the form of securities. This is true both of pri- 
vate investors and of corporations which withhold income from 
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stockholders for direct reinvestment in the firm. But let circum- 
stances arise which reduce the apparent desirability of purchasing 
capital goods out of current income and there may result a 
drastic reduction in money spent. The same situation exists in 
the case of durable consumers’ goods the purchase of which may 
be readily postponed. The amount of money income spent for 
both capital goods and durable consumers’ goods may faU off 
sharply in the face of a decline in profit prospects or a prospective 
decline in the price level which carries with it the obvious ad- 
vantage of postponing purchases until lower prices become a 
reality. The paralyzing effect of such hoarding upon industry 
and employment is seen in the well-known form of business de- 
pression. 

The problem raised by the failure of the volume of money to 
correspond to the needs for it. In yet another way monetary 
developments may lead to disturbances in the operation of eco- 
nomic society. Monetary systems frequently fail to fit them- 
selves neatly into the monetary job at hand.. For example, gold 
standard countries are constantly exposed to the possibility of a 
rise or fall in the world price level due to the failure of the gold 
supply to increase at the appropriate rate corresponding to the 
growth of monetary requirements. Thus, a lagging gold supply 
tends to induce long-run falling prices, while an excessive supply 
of gold promotes rising price levels. The problem of having the 
“right” supply of money is further complicated by the fact that 
in monetary systems such as oiirs effective money includes not 
only gold and its direct representatives (and other forms of stand- 
ard money) but also bank deposits subject to check. The latter 
forms of money are at times subject to substantial short-run vari- 
ations in volume, arising from changes in the willingness and 
ability of banks to extend credifiiby expanding loans and invest- 
ments, and from changes m the desire and ability of businessmen 
and other individuals to borrow. The price levels of gold stand- 
ard countries, therefore, are exposed (1) to long-run variations 
arising from haphazard fluctuations in the gold supply and (2), 
along with countries using inconvertible paper, to ^ort-run vari- 
ations due to the fluctuations in the volume of bank credit money 
based upon available legal reserves. 

Some economic effects of changing price levels. Some of the 
evil effects of c ha n g in g price levels have already been indicated 
in the earlier discussion of the tendency for falling prices to cause 
a shrink^e in the volume of spending for durable goods. ^ The 
depressing effect of falling prices upon ))iisiness activity is ac- 
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centuated by the stickiness of some production costs (wages, in- 
terest payments, and so forth) which encourages businessmen to 
reduce output whenever possible rather than to continue to oper- 
ate at lower prices.’- 

Rising prices likewise bring disturbances. Profits tend to be- 
come excessive when prices are rising and thus create an unreal 
but glowing sense of prosperity in the minds of businessmen. 
This occurs largely because of the stickiness of wage and interest 
costs, which lag behind commodity prices on the upswing as well 
as on the downswing. The resulting windfall profits enjoyed by 
business are a temptation to overconfidence. Poor managers, 
their errors concealed by the profits of rising prices, gain and re- 
tain control over a large number of business enterprises and prove 
a source of difficulty later on when their wholesale failures fol- 
low a reversal of the price trend. But even more important, 
from the standpoint of stable business, is the fact that windfall 
profits either deceive good businessmen in respect to future pros- 
pects, or tempt them beyond their strength of resistance to ex- 
pand the scale of their operations in order to obtain a lion’s share 
of profits. Thus the competitive spirit, bolstered by the opti- 
mism from windfall profits, tends to lead to a rate of expansion 
of capital equipment greater than that called for by basic eco- 
nomic conditions and greater than can be continuously main- 
tained. The inevitable reversal which follows such an excessive 
Tate of expansion is an important cause of depression. This 
must not be taken to mean that money is the root of all cyclical 
evil in our economic world. But it cannot be denied that mone- 
tary phenomena in the form of changing prices not only permit 
and accompany cyclical disturbances but also to a considerable 
•degree contribute to them. Historically speaking, the growth of 
recurrent periods of prosperity and depression parallels the 
growth in importance of the use of money.® 

The Approach to Modem Monetary Problems 

Business stability the aim of modem monetary study. The 
method of approach to monetary problems has been somewhat 
modified by an appiwiation of the fact that there is an intimate 
connection between monetary and price changes and business in- 
stability. Befom the disturbances of the First Wwld War ( 1914 - 

^Ttis is esp^ciaHy , true cpwpstitioa is limited >7, tlie 4^ jof) bflawisi 
or by the exisfcelrce of a few large-scale producers in the 

^ Mitchell, Wesley C., Circles, The Probtem (fkd Itt 

York, National Bureau of Eoonffltme Eesesurch, 1930, p. ®. ! ' ' 
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1&1&),, monetary problems were visualized as being primarily con- 
cerned with (a) the relation of the quantity of money to the price 
level, including historical examples of currency inflation, and (6) 
the inequities arising from the changes in the distribution of 
wealth and income. These disturbances in the distribution of in- 
come result from the dispersion among individual prices which 
accompanies general price movements. The relation of price 
changes to cyclical changes in business activity was largely dis- 
regarded. A good deal of emphasis was placed upon attempts to 
prove or to disprove the quantity theory of money by resort to 
both theoretical argument and historical example. 

Current monetary literature by no means disregards the bur- 
dens placed upon debtors, creditors, wage earners, and business- 
men arising from changing price levels. Nor is there complete 
unanimity in respect to the usefulness of the quantity theory as 
an explanation of price changes. The point of emphasis, how- 
ever, has shifted largely to the attempt to discover some method 
of avoiding cyclical fluctuations through monetary control. The 
modern goal of monetary theory is to discover a monetary system 
which will permit and promote a reasonable degree of business 
stability with full employment. 

The approach to the problem of money. The study of money 
may properly be directed at the following problems: 

1. The correct causal relations between money, bank credit, 
and the general price level must be discovered. This involves 
an examination of the quantity theory of money in its more re- 
fined forms to find the possibilities of controlling general prices 
by controlling the monetary and credit system. It is assumed, 
of course, that monetary control can actually be established. 

2. Available methods for exercising control over the volume of 
money and credit must be evaluated and consideration given to 
the question of control over the use or quality of bank credit. 

3. Criteria for monetary control must be established. Merely 
to set out to “stabilize business activity” is not sufladent. Con- 
clusions must be reached as to what monetary and- price situation 
will actually be most conducive to the ultimate aim of full em- 
ployment and busmess stability. There is the question of 
whether a quantitative standard should be set up in the form of 
a stable price level or whether qualitative standards should be 
relied upon. 

4. Granting the possibility of achieving a managed independ- 
ent currency, it must th^ be determined whether or not internal 
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or domestic stability can be made compatible with an interna- 
tional monetary standard such as gold. 

5. Finally, numerous specific questions require examination, 
including, among others, such matters as international price re- 
lationships, exchange depreciation, and the breakdown of the gold 
standard. 

The satisfactory exploration of these problems requires an 
understanding of the operation of the banking system, which is 
intimately related to the monetary system. 



Chapteb II 

THE NATURE OF MONEY 

The Work of Money 

T O UNDERSTAND the requirements of good money, one 
must examine the ts^pe of work which it is expected to per- 
form. Money work is of several different kinds. 

Money as a standard of value. In an exchange society, some 
standard is needed by which things to be exchanged may be 
evaluated. The pricing of things in terms of some common de- 
nominator can hardly be avoided if accurate and easy compari- 
sons of values are to be made. 

In the United States, the standard of value is the dollar, now' 
containing 15%i grains of nine-tenths fine gold. When in- 
convertible paper currency is in use, the standard for compar- 
ing the value of things is the paper dollar. It is evident that 
money is of maximum use as a standard for comparing values 
only when its own value is reasonably stable in terms of the gen- 
eral mass of things to be exchanged. We are accustomed to think 
of the standard units of weights and measures as constant, and 
properly so. We tend to look upon the standard of value also as 
constant, but to do so is often a grievous error. 

Now it frequently happens that money which is acting as the 
basic standard of value is not at the same time acting as the 
medium of exchange. Indeed, the two functions are not at all 
inseparable. In primitive societies, for example, cattle were 
sometimes used as a standard of value but were not necessarily 
used as a medium of exchange. Among some American Indians, 
the beaver skin was the unit of value and was the basis for fioc- 
ing the exchange ratio between goods exchanged on a barter 
basis.^ In the use of modem currencies, too, the standard money 
frequently does not enter directly into exchange transactions. 
This is true not only m the barter transactions in which farmers’ 

Lau^ilin, J. L., New Ea^dtion of Money, Credit, and Prices, Vol. I, 
Ubiversity ci Chicago Pr^iss, 1931, pp. 12-14. 
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wives trade eggs for groceries at the local store, and in credit 
transactions such as those in which the share cropper purchases 
supplies and later pays in crops, but also in the elaborate clearing 
transactions on the security exchanges where only a small resid- 
ual is settled in cash. Moreover, in modem economic society, 
the standard monetary unit, particularly if gold, is seldom put 
into actual circulation at all. Instead, more convenient substi- 
tutes in the form of paper money and checks on bank deposits 
furnish the medium of exchange. 

Money as the medium of exchange. Acting as a medium of 
exchange is a second function of money. It is not enough that 
there be a basis of comparing the value of things to be exchanged. 
If the troublesome problem of the "double coincidence of wants” 
is to be avoided, some readily acceptable thing must be available 
as a go-between to bring about a smooth and effective exchange 
of goods. Some form of money, therefore, must be called into 
use to act as the intermediary. The media of exchange may in- 
clude both standard money itself and its various paper and credit 
sui«titutes. 

A good medium of exchange needs (1) enough stability of 
value to make it a good store of value and (2) sufficiently attrac- 
tive qualities to make it generally accepted by the public. The 
first requirement, stable value, arises from the need of sellers of 
goods and services for a means of holding their purchasing power 
in suspension until such time as they wish to purchase other 
things. Every income receiver, whetoer a laborer, a salaried 
worker, a capitalist, or an active busness enterprise, has need for 
the use of money as a store of value. This need exists because 
of the impossibility of synchronizing exactly all income and ex- 
penditure.** If the economic system is to operate properly, it is 
necessary that money adequately perform its function as a store 
of value. This, of course, requires that money shall be suffi- 
ciently stable in value to permit its being held without its hold- 
er’s becoming either unjustly enriched or impoverished by the 
process. If money k gaining in value (prices are falling) , hoard- 
ing results, with its disturbing effects on produetitm and trade. 
On the other hand, a falling value of money (rising prices) makes 
people unduly hasty in getting rid of it. We have all had the 
experience of spending our money hastily (and perhaps unwisely) 

^ It is impossible to i^gine any way m wMcb money aet as mediimt 
of exchange without also being a store of value. Its very existence and.WS^ 
requires that someone hoM it, and in the hands of the holders it: ip 4 etojpre 'of 
value. 
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to escape rising prices, and of postponing purchases in anticipa- 
tion of lower prices. An extreme case of this occurred in Ger- 
many in 1923, when money lost its value so rapidly that people 
receiving cash incomes could not spend their money fast enough 
to avoid serious losses in buying power. In the end, the cur- 
rency became so unacceptable that in some instances it lost its 
character as a medium of exchange, and exchanges were ac- 
complished by resort to the relatively stable foreign currencies 
or by barter. 

Besides reasonably stable value, money must have general ac- 
ceptability if it is to function as a medium of exchange. Prob- 
ably it was the latter quality which first commended certain 
commodities to mankind for use as money. 

Money as the standard of deferred pa 3 mients. A third basic 
function of money, closely related to the two previously men- 
tioned, is that of acting as-a standard or unit of account for' con- 
tractual credit transactions. Purchases of goods in modem 
economic society are commonly made with the use of credit, ex- 
tended either directly by the seller or indirectly by the loan of 
money. Payment must eventually involve the use of money. 
To use a common phra^, money is the “staiidard of deferred 
payment.” Not only credit transactions but all contracts in- 
volving future payments are framed in terms of money. Sta- 
bility of value in terms of other, economic goods is also required 
for the proper fulfillment of this monetary function. In truth, 
money’s function as a standard of deferred payments provides a 
more exacting demand for stability of value than that arising 
from its other functions. Short-run’ stability in the value of 
money is sufiScient to meet the requirfements as a medium of 
exchange and to prevent undue variations in people’s willingness 
to hold money. This requires early an avoidance of ^aip and 
short-run changes in the price level. But to satisfy the require- 
ments of a good standard for credit and contract payments, the 
value of money must be stable enough over long' periods to avoid 
windfall profits and losses arising from the failure of credit and 
other contract obligations to adjust quickly to general price 
changes, Further, it dirould be sufficiently stable to avoid un- 
just enrichttt^t «md impovmi^unent of debtors and creditors. 

What Is Money? 

A defitfifiteh of iwoneyl Although we have been examining 
, ^ ^^JkdfterS^cs a^ .functiew of mon^ and some of the po- 
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any attempt to define it. Generally, definitions are troublesome 
things, and that of money is no exception. The various mone- 
tary functions, as we have already seen, may be so divided among 
different classes of pioney that it is of little use to try to contrive 
an all-inclusive definition. Rather, a frank recognition of the 
several classes of money and a series of workable definitions 
which fit the actual monetary situation will simplify and clarify 
the answer to our question of what is money. 

Standard money. As the term is used today, standard money 
is the monetary unit which is recognized by the State as the ulti- 
mate basic standard of value. Direct or indirect convertibility 
into standard money assures a uniform value to other forms 
of money. Historically, standard money is a commodity, nor- 
mally gold or silver or both. From 1792 until 1873, both gold 
and silver dollars were standard money in the United States. 
Since 1873, the gold dollar has been our standard monetary unit, 
although silver dollars, coined under the silver purchase acts of 
1878 and 1890, and silver certificates issued under the Silver Pur- 
chase Act of 1934, are quasi-standard, owing to their anomalous 
position of being legal tender and not directly redeemable in gold. 

In 1933 and 1934, Congress authorized the President of the 
United States to fix the weight of the gold dollar in grains nine- 
tenths fine, and such a gold dollar was made the standard unit 
of value. All forms, of money issued or coined, by the United 
States were to be maintained at a parity with this standard, and 
it was made the duty of the Secretary of the Treasury to main- 
tain such parity. The weight of the gold dollar was not to be 
reduced below 50 per cent of its weight as of 1933. Nor could 
the weight of the gold dollar be fixed in any event at more than 
60 per cent of its 1933 wmght.® 

Inconvertible paper as standard money. Standard money 
need not necessarily be gold or silver, however; nor does it need 
any commodity value. There exist numerous examples of stand- 
ard money without commodity value. Government notes 
(greenbacks) were issued during the CivU War and promptly 
became inconvertible and remained so until 1879. Since green- 
backs, which constituted the money m general circulation, could 
not be converted into gold dollars, it follows that this inconvert- 


sThe Thomas Amendment to the Agricultural Adjustment Act of May 12, 
1,933, as amended by the Gold Reserve Act of 1934. The power of the President 
to vary the gold content of the standard gold dollar terminated in 1939 mid©r 
the original law as amended in 1934. By act of Congress this power waa ex- 
tmded for an additional period ending June 30, 1943. 
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ible paper money was the standard money during that period. 
Similarly, in 1933, when the United States Government formally 
removed the right to convert any form of currency into gold, 
paper money became the standard. When the gold content of 
the dollar was reduced from 25.8 grains of nine-tenths fine gold 
to 16%i grains by Presidential proclamation on January 31, 1934, 
a conversion of paper currency into gold was partially restored, 
since the privilege of buying gold at $35 per fine ounce was granted 
for industrial purposes and for export, at the option of the Secre- 
tary of the Treasury. • 

The variability of standard money. But the standard money 
which appeared after January 31, 1934, was unlike the old stand- 
ard gold dollar. The new deparhire was referred to by the Sec- 
retary of the Treasury as a “streamlined dollar.” Its size in 
terms of gold was not fixed by law but was subject to change by 
Presidential proclamation. In actual fact, however, it was fixed 
at 59.06 per cent of the old (1933) dollar’s gold content, which 
provided the convenient price of $35 per ounce for fine gold 
bullion. n, 

This variation in the standard monetary imit, in respect to 
both its gold content and its vacillation between convertibility 
into monetary metal and inconvertibility, provides an illustra- 
tion of the distinction between the monetary unit which is the 
standard, in terms of which debts and contracts are settled, and 
the money itself with which actual payment is made. For ex- 
ample, the dollar is the monetary unit in terms of which are 
stated various sorts of economic obligations. The satisfaction of 
these obligations requires the payment of dollars. But the par- 
ticular thing which constitutes ■&e dollar is subject to change.* 
Thus, the dollar as a unit for expressing economic obligations re- 
mains unchanged, while the particular standard money in which 
pasmient may be made is subject to change at the will of 
the Government. Standard money, therefore, is the ultimate 
means of payment for obligations expressed in terms of the unit 
of account. 

The relation of the State to standard money. Standard 
money in the modem sense requires the sanction of the State. 


* J. M, Keynes distinguishes between naoney as a "unit of account” and money 
which .may be used in making payments. He likens this to the distinction be- 
tween the King of England, a continuous institution, and the particular ruler 
cm the lihrone at any given time. The latter is subject to change at the will 
di the Bt^te, while the former enjoys continuity of existence. See his Treatise 
on Money i New York* Hari^owrt, Brace Co., 19^^ VoL I, p, 4. 
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This normally would carry with it legal' tender powerj But when 
the standard money is uncoined gold bullion, as it often is in 
modem monetary systems, it has little need to be made legal 
tender. Rather, legal tender powers are conferred upon paper 
currencies, with the standard acting as the ultimate redemption 
unit for all the currencies of lesser status. When the ultimately 
obtainable currency is itself inconvertible paper, the distinction 
between legal tender currency and standard money is wiped out, 
since for all practical purposes any legal tender currency is stand- 
ard. In modern society the sanction of the State is often a very 
powerful force in making standard m’oney acceptable. So im- 
portant is this sanction that some persons hold to the view that 
money derives its value from the State’s stamp of approval. 

The circulation of standard money. Under the bid gold 
standard' which permitted individuals to obtain gold coins, the 
standard gold pieces frequently were in actual circulation. The 
small size and ease of abrasion of gold coins, however, discouraged 
their circulation. Before 1933, gold certificates, claim checks to 
gold held by the Treasury, commonly circulated in place of gold 
coin. Gold, certificates are, therefore, called representative 
money, for they stand in the place of the standard gold. Simi- 
larly, silver certificates are representative money for the quasi- 
standard silver dollars. Today it has become the practice to 
use other forms of currency for actual payments, lea'ving the 
standard gold money and its paper representatives to act as 
re^rve or the ultimate redemption basis for nonstandard money. 

Bmk Money 

Standard mon^ itself seldom is used in making settlement of 
contractual bbl%ations. Instead, hank money in the form' of de- 
mand deposits and bank notes is used. • Standard money, there- 
fore, functions merely as the cash reserve of the banking system. 
In ease' bank notes cannot legally be issued in suflficient quantity 
to satisfy the need for currency in'hand-to-^hand circulation, some 
standard money must be used for this purpose. This reduces 
somewhat the volume of bank deposit credit which can' be Se- 
ated. 

Central bank obligations. AU modem countries now have 
cesttral hanks which enjoy the iwivilege of note issue and which 
hold the stmdard Money reserves of the bmkin^ system, 
.gainst these reserves, the cen'tral' bank may create qmculs>^g 
^ deposits. . Ihis it nmy do hy e^p^ding its IciaBs and 
ihv^tments until its note and deposit c^ligations are soiae mnltn 
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pie of its standard money reserves. To the ordinary bommercial 
bank and to the general public, the notes and deposits of the 
central bank are the equivalent of standard money. Therefore, 
central bank obligations comprise what might be called second- 
ary or iinmediate standard money, since all obhgations of the 
commercial banks to each other and to the general public may in 
practice be liquidated by the payment of central bank notes or 
deposits and need not involve the use of the ultimate standard 
itself. 

Demand deposits as money. Commercial banks today have 
little if any note-issuing power. Nevertheless, by making loans 
and investments, they can create a large volume of bank money 
in the form of demand deposits subject to check, based' upon a 
relatively small volume of cash reserves. These cash reserves, as 
we have just observed, are mainly in the form of central bank 
obligations. Bank money, then, consists of bank promises, aris- 
ing out of the loans and investments of the banks, to pay out 
standard money or other currency on deniand. , Borrowers receive 
the proceeds of their loans in the form of promises to pay cur-’ 
rency rather than in cunency itself. Granting that banks com- 
mand public confidence, their promises are readily acceptable and 
are actually superior to currency in respect to convenience 
in transfer and freedom from theft. The bulk of all commermal 
transactions are settled by the payment of bank money, whidli 
therefore may be said to be our primary medium of exchange. 
Standard money’s function is largely that of providing reserves 
to insure the convertibility of bank money. Nevertheless, when 
standard money is gold or silver, it is an important medium for 
settlement of net debts with foreign countries where domestic 
bank money is not acceptable. 

Let us now summarize what we have just said. The bulk of 
our standard money is used as ultimate reserves into which other 
forms of money may be cemverted, and does not itself appear in 
the stream of mcmey payments. The notes of central banks, 
which constitute on© form of what we have called secondary or 


immediate standard money, are -in a large measure actually in 
circ?uMtion. They thfereforfe act as a part of the media oi ex- 


ihaiig6i Sfowever, central b^nk notes which’ are held m vault 
teash money in the commercial banks are not a part of the 
^oUial!ng tniedia. Mhally, den^d deposits stib|e®t to check 

‘i 'a# a T a ' •* ! l V I. * j , 1 « 1 


fexcHidiHg interbank balfSc^): 


/are cuStomlSriiy transferred to 
"SSttidmei^ts, and constitute by 


14 


THE NATURE OF MONEY 


Time deposits. Some question may be raised as to the pro- 
priety of including time deposits in the category of money. 
Time deposits hardly qualify as media of exchange, since they are 
not subject to check and are not transferred from one person to 
another without first beiug converted into demand deposit or cash 
form. However, in one sense they may be said to perform the 
function of money. They provide their owners with a means of 
storing up values in what is essentially liquid form. 

Effective money. We may define elective money as that part 
of the total supply of money and credit which may actually be 
used in making money payments. Effective money includes, 
therefore, (1) standard money in actual circulation; (2) notes of 
central banks and commercial banks (if any) which are in circu- 
lation outside the banks; (3) demand deposits subject to check, 
excluding interbank deposits; (4) token money. 

The Monetary Structure of the United States 

Like that of other countries, the present form of our monetary 
system is the result of a more or less haphazard historical growth. 
In it one may find reminders of nearly every monetary experience 
since the Civil War. This is not to say, however, that our mone- 
tary structure has never been made the subject of careful study 
and planning. National bank notes were designed to meet prob- 
lems presented by a chaotic state bank currency. Federal re- 
serve notes, in turn, were created after serious study of the dif- 
ficulties which arose in connection with the use of national bank 
notes. On the other hand, other constituents of our money sys- 
tem arose out of expediency and political compromise. The 
greenbacks issued during the Civil War and the standard silver 
dollars and silver certificates issued in response to political pres- 
sure of the silver interests well illustrate the haphazard origin 
of our heterogeneous currency. 

The monetary gold. The stock of mohet^ gold Which forms 
the base upon which our monetary system is constructed does not 
include all of the monetary gcfid within our boundaries. (]rold 
held here under “earmark” for foreign governments and central 
banks, as weU as gold in the Treasury against which gold cer- 
tificates have not been issued, is not a part of the monetary gold 
base. Most of the Treasury’s $2,000,000,000 in gold comprising 
the Stabilization Fund, plus any other .“free gold” purchased by 
fte Treasury out of existing bank balances, must therefore be 
classed AS outside the monetary system. , Gold coins may no 
longer be minted in the United States, The gold which is the 
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base of our monetary system must therefore be held as bullion by 
the Treasury. The Treasury issues gold certificates (or book 
credits), which are’ Mid by the Federal reserve banks as reserve 
for their notes and deposits. Also, $150,000,000 in gold is, held 
by the Treasury as a redemption fund for the $346,000,000 in 
greenbacks or United States notes outstanding. 

Other Government money issues. Because of the peculiar 
manner in which our monetary system developed, there are other 
forms of money reserves in the Federal reserve banks in addition 
to gold certificates. Specifically, these other types are (1) green- 
backs, (2) silver ddlars, (3) silver certificates, and (4) subsidiary 
silver, nickels, and one-cent pieces. These types of money do not 
comprise any very important fraction of the reserves of the 
Federal reserve banks. For the most part, they are in circulation 
outside of the Federal reserve banks and act in the same capacity 
as bank notes. 

Notes and deposits of the Federal reserve banks. As we saw 
earlier, the notes and deposits of central banks constitute a kind 
of “secondary standard money” for the other banks and the gen- 
eral public. Banks settle claims among themselves by transfer- 
ring deposits in the central banks, while the notes of the central 
banks -^are generally accepted by the general public as the ulti- 
mate form of currency. The liabilities of the Federal reserve 
banks, are no exception, for Federal reserve notes make up the 
bulk of the money in circulation, and their deposits comprise the 
legal reserves of the member banks. 

The volume of deposits and notes of the Federal reserve banks 
is determined by two things. First, deposits of gold certificates, 
silver dollars, silver certificates, greenbacks, and subsidiary coin 
are made by member banks and by the Treasury. Member 
banks deposit such money as a means of building up reserve bal- 
ances. The Treasury deposits gold certificates to establish bal- 
ances in the Federal reserve banks against which it may draw 
drafts in payment for newly acquired gold. Since gold certifi- 
cates are not put out hito cirpulation, their issue by the Treasury 
causes a corresponding increase in 'the deposits and notes of the 
reserve banks. The yolume of secondary stand^d money issued 
by the reserve banks in this way corresponds closely with the 
volume of basic standard money, particularly that of gold cer- 
tificates. 

Second, the Federal reserve banks expand the volume of their 
.ipotes fud depc^ts by ipaking advances to member banks and by 
purdhasing United States securities in, ;t!M open market. The 
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volume of secondary standard money whicli the reserve banks 
may thus create may vary from zero to approximately 3 times 
their standard money reserves. If the Federal reserve banks 
make h,o loans or investments; the volume of secondary standard 
money is equal to the standard money reserves deposited with 
them. On the other hand, the maximum of such secondary 
standard money which the reserve banks can create is set by the 
legal reserve requiremaits, which are 25 per cent against Federal 
reserve bank deposits and 25 per cent against Federal reserve 
notes.® 

The “effective monejr” supply of the United States. The 
various media of exchange which are actually available for use 
in making settlements or pasrments in business and financial 
transactions of all kinds may be called the “effective money^’ 
supply. The largest single type of effective money in the United 
States consists of bank deposits subject to check.. The bulk of 
the total business transactions in the United States is settled by 
the drawing of checks upon such deposits. Currency other than 
demand deposits includes: (1) Federal reserve notes, (2) silver 
dollars and silver certificates, (3) greenbacks or government 
notes, and (4) token money, including subsidiary silver v* , 

The volume of demand deposits subject to check is determined 
by the following basic factors: (1) the volume of cash resMwes 
available to the banks, (2) the required or the customary ratio 
of cash reserves to deport liabilities, (3) the willingness of busi- 
nessmen to borrow at the banks, and (4) the willingness of bank- 
ers to lend jmd to invest in securities. The percentage of cash 
reserves to depoat liabilities, which the law or prudence requires, 
fixes the maximum limit to the volume of deposits which the 
banking system can maintain upon any given volume of avail- 
able cash reserves. This maximum rises or falls as the supply 
of cash reserves fluctuate But the actual volume of deposits 
which the banks carry may be ccaisiderably less than the 
mum possible if the banldng system were “loaned up.” De- 
mands for loans decline during ^inesaon. This in itself would 
not need to cause a shrinkage in the volume of deposits if the 
tenks w^e wiHijig to replace the disappearing loans with securi- 
ties. This they are ifrequently loath to do, although there is 

‘ Wfer (liscn5aion oi .the expanakm ef Federal resew^ GShamter 

, Bwik notes foimerfer were an fanporteht type of bttt’ kve 

'Mk gracteaSSy retired smee Iflae. , ' ' i T ; , T; - , 
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nonnally some tendency for banks to purchase bonds during de- 
pression. 

The volume of cash reserves available to the banks is in turn 
influenced by several things. First, gold imports and exports 
directly affect the volume of Federal reserve bank deposits and 
notes, and therefore affect the volume of “secondary standard 
money” which constitutes the bulk of the cash funds of com- 
mercial banks. Second, the expansion and contraction of Fed- 
eral reserve bank credit, whether through open-market operations 
or through direct advances to member banks, will affect the 
volume of commercial bank cash reserves. Third, the changes 
m public demand for hand-to-hand currency in place of check- 
ing accounts affects the volume of cash reserves which remain 
to support the deposit structure. The requirements for currency 
in circulation are related to both seasonal and cyclical fluctua- 
tions in business, to- payroll requirements, and to the public’s 
desire to hoard. When the public wishes more currency, it ob- 
tains it by “cashing” part of the bank deposits. ■ This impairs 
the banks’ cash reserves, and unless they have an excess over re- 
quirements or can obtain more by borrowing at the reserve banks, 
they must reduce somewhat their loans and deposits. 

Types and amounts of money in the United States. An ex- 
amination of the foUowing classification of money in the United 
States tviU enable one to visualize better the nature of our mone- 
tary system. It will be understood, of course, that the amounts 
given are useful primarily to illustrate the relative proportions 
of different types of money,' for the amounts themselves are sub- 
ject to change. The amounts given are for dates during the first 
half of 1941. ' ^ 

MONEY OF The united states 

Standard Money 

1, Gold held by the Treasury other thaa to secure gold certifi- 

cates, plus other cash holdings 

2, Held by th^ Federal reserve banks: 

(а) Gold certificates on hand and due from the U. S* Trea^ 

. ury 

(б) Other cash 

3, In circulation : 

{a) United States notes (greenbacks) 

Ih) Silver dollars ^ 

(c) Silver certificates 

SHondary Standard Moiioy (Federal r^rve bank liabilities) 


1. Member bank reserve acQotmts $13,120,000,000 

2j Fed^tSlitesf^e notes in ioirt^ulalion : 6,813,000,000 


$ 2,300,000,000 


$20,302,000,000 

309.000. 000 

307.000. 000 
64,000,(K)0 

1,691,000,000 
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MONEY OF THE UNITED STATES iCont) 
Effective Money (available for use of the general public) 


1. Currency* (o) Gold certificates $ 63,000,000 

ih) Silver dollars 54,000,000 

(c) Silver certificates 1,690,000,000 

(d) Treasiuy notes of 1890 1,000,000 

(e) Subsidiaiy silver coin 438,000,000 

V (/) Minor coin 196,000,000 

ig) United States notes (greenbacks) 307,000,000 

(k) Federal reserve notes 6,813,000,000 

if) Federal reserve bank notes 20,000,000 

(;) National bank notes 147,000,000 

Total $ 9,729,000,000 

2 Deposit currency** : 

(а) Adjusted demand deposits of member banks $29,752,000,000 

(б) Estimated adjusted demand deposits of nonmember 

banks other than mutual savings banks 4,757,000,000 

Total deposit currency $34,509,000,000 


* The total figures for currency in circulation given here are in excess of the true 
amount for several reasons: (1) Member banks neld vault cash amounting to over 
$800,000,000. (2) An undetermined amount 'was held by nonmember banks. (3) Some 
currency is outside the monetary system because of (o) export, (b) loss by destruction, 
and (c) disappearance into collectors’ hands. 

♦♦Adjusted demand deposits include demand deposits other than interbank and 
government deposits, less cash items in process of collection. 

Estimated adjusted demand deposits or nonmember banks were calculated by ap- 
plying to total adjusted deposits of. -nonmember banks Ibe- ratio of demand to total 
deposits lor country member banks. 


The Origins of Money 

We have alre^y examined the types of money that exist in 
modem economic society. To understand why modem money 
hM assumed its present form, one must know sometWg of its 
origins and the reasons for the choice and development of pres- 
ent-day standard money. Modem capit^istic society developed 
under the benign influence of gold and silver money. But these 
metals did not acquire their monetary status suddenly or by 
Providential intervention in the economic affairs of mankind. 
Ratiier, their use as money came as a gradual development, the 
roots of which extend back to antiquity. 

^ Because money plays such a vital part in economic processes, 
it seems certain that some use of money was a p^erequlisite to the 
emergence of the modern type of economic society. TSiat it did 
in fact precede the appearance of modem capitalism fa.6f course 
weU known, for money in various forms goeii^back many cen- 
turies. Ad^ Smith, in his Wealth of Nations, suggested that 
money originated in the rational effort of man to meet the ne- 
cessity of finding some medium of exchange. This view probably 
p|^3 undue stress upon the idea of a rational establishment of 
mbneitaiy systems. A more satisfactory view of the origins of 
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money may be obtained by examining the primitive money of 
both ancient and modem times. 

Primitive trade and the use of money. A well-developed 
money could hardly have preceded th'e appearance of tr^e. 
Some writers suggest that trade, developing upon the foundation 
of property ownership, first may have taken a unilateral form 
through the plunderings of conquest and the making of gifts. 
Resistance to the former and encouragement to the latter may 
have been the source of the appearance of bilateral exchange or 
barter. The desire to trade with foreigners who could furnish 
strange and unusual commodities must have provided important 
incentives to barter for peoples living in a simple and largely 
seK-suflSicient fashion.^ Barter required methods of measuring 
both amounts and values. In addition to counting, units of 
weight were introduced. The carat, it is said, originated from 
the kernel of the carob bean, while the English troy grain was 
derived from the weight of a grain of barley. A primitive way of 
establishing values was to- compare the size of things to be ex- 
changed. Strings of cowrie shells called dewoarra were exchanged, 
length for length, with fish. More significant in the develop- 
ment of money, however, was the appearance of standards of 
comparison in the form of some well-known and valuable thing., 
In warm or temperate cUmates, for example, the cow or ox was 
commonly used , as a standard of value. The use of numerous 
other commodities may be mentioned. In the interior of Africa, 
the slave was used as a ^andard,, with a value of five oxen, one 
hundred pieces of cloth, <»• a double-barrelled gun. A string of 
glass beads was worth a gourd bottle of water, a measure of milk, 
or an armful of hay.® 

Primitive forms of money. The basic requirement of a me- 
dium of exchange is such popular esteem as to provide general 
acceptability by the trading public. Things in common demand, 
whether articleS;,Qf ne(^ssity or. ornaments, frequently acquired 
the status of money. In additW to the ox or the cow, people 
living ‘in colder , ajreaq used such articles as furs, skins, and 
blankets as mopey. Salt, weapons, and utensils of various sorts 
were also used. Hoes and knives are said to have been used as 
money by the Chinese, and later, through the slow process of 
evolution, miniature copies of these articles, ladsing any utility 
as commodities, circulated as pure money. Primitive fishermen 

^C3f. Helfferich, Karl, Money, New York, Adelphi Co. (Grwfmbe^), 1927, VoL 
I, iiJ. 3-7. 

®Helfferich, op. at, p. 9. 
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sometimes ti^d fishhooks, which, like the Chinese hoes and 
knives, gradually lost their original value as commodities and 
shifted into the category of pure money with only the synibolie 
shape remaining. The early appearance of ornaments in the 
role of money is illustrated by the cowrie shells, which from an- 
cient down to modem times have been held in high esteem as 
money among primitive folk. Of this tjrpe was the American 
Indian’s wampum, 'consisting of belts and necklaces of black and 
white polished shells. Feathers, heads of red-headed wood- 
peckers, as well as strings of polished shells, served as money 
among California Indians. In Iceland dried fish and in North 
America beaver skins, tobacco, and rice were at one time used 
as media of exchange.** 

The use of metals. The precious metals seem to have ac- 
quired nionetary functions among peoples who knew them almost 
as early as did other commodities. The “talent,”, a gold unit 
weighing about 130 grains troy and worth one ox, is referred 
to in the Homeric poems of about the eighth century B. C.^® 
Among the less valuable metals copper, silver, and later iron 
and tin found qse as money. The metals were exchanged not 
only in the form of implements, utensils, and ornaments, but 
also in bars, wires, cylinders, and balls. Although these metals 
possessed monetary functions, they were themselves evaluated at 
first by weight or measure. G 0 I 4 dtist was sometimes measured 
by the length of a guiU container, and we^hing was a common 
method of evahiatm® it. Sometimes bars or* rings of prescious 
naetals were nmrked at regular intervals to facilitate . dividing 
them, into smalfer units. It was not until relatively late years 
that coinage was developed as an aid to the identification of the 
weight and fineness of precious metals., Although there may 
have teen earlier attenpts; at private, coinage by merchants and 
goldsmiths, who stamped their mark upon met^ it is believed 
that state coinage tegan in Lydia about 0^,B. C“ 

The superiority of the predotis met^ The monetary tei- 
umph of the premous metals was due to tl^. superiority in 
monetary uses. This superiority over other commodities ban be 

» Fpi: more complete acccmnts of primitive forms of money, see J. Laureaee 
L ai i gTiRn 's Money: Credit, ahd Prices, Yol. I., and Eemmerer’s Money, New 
X 'I’he MacEHiIaJj. Ob., 1036, Chapter I. Fot the original source of much m*’ 
f«^pi|(iQ» by ether writere, see W. Ridgw^^ The Origm ojf MetiMe Cut- 
rencp and Weight Standards, 1892. 

■; 

op. cut., pp. 53-54. Chapter II contains a detailed aeeouB| ®f fte 
oftetalfic money. : 1 ' 
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readily seen, by calling to naind tlie requirenaent of a good money. 
Good money must be relatively stable in value , and be generally 
acceptable. To a very noarked degree, the precious metals fulfill 
these requirements better than other commodities. Since gold, 
among all the metals, became the monetary choice of very nearly 
the whole world, let us see to what extent it is deserving. 

The stability of value of gold. Of all the various commodities 
which have at one time or another been used as money, gold 
probably comes the nearest to being stable in value. There are 
several reasons for this. First,- its durability has caused the 
accumulation of a tremendous stock of the metal over the years. 
As a result, variations in the production of gold over a single 
year or a short series of years cannot modify the size of the stock 
of gold enough to cause abrupt and serious changes in its value. 
This is in sharp contrast to commodities which deteriorate rapidly 
or are completely consumed m short periods of time. The value 
of such commodities is much more, dependent upon short-time 
changes in production than is the value of gold. , 

A further reason for the superior stability of the value of, gold 
lies in the nature of its demand for nonmonetary purposes.'. In 
industry and the arts, gold is wanted largely for its prestige value 
and its ornamental uses. Because of this, ‘gold is seldom indisr 
pensable but, like other luxuries,. it enjoys a relatively elastic de^- 
mand. A decline in the valtie of gold, as evidenced by a rise in 
prices of things not made gold, causes an increased fraction of 
the world’s newly mined gold to be deflected from monetary uses 
into industry. This tendency for new industrial users of gold to 
appear readily with . a dedine in its vriue helps, to prevent jany 
drastic decline in the value of gold m the, face of increased output. 
Similarly, a decline in gold output and a rise in the value of gold 
is somewhat offset by a decline in the industrial uses,^* , 

Still a third stabilizing influaaee upon tiie value of gold is 
found in the h€®rding .p®3etiees in the Orient. Like industrial 
uses, gold absorption by Oriental hoards tends to, fluctuate in- 
versely with chaatges in the value of gold.^'* 

A fourth force is found in the rei^Koise of gold.produetion to 
afeftngws. in the value of gold. In this respect, of course, gdd is 
no differ^jt frraBS other commodities. When the price levd rises> 
the costs of mining gold rise also. Wjtb no eha®ge in. the ddhar 

«s#eBoe in r^rd .t® fluctnatka^ jadwtrid uses of golA.see 

Tjypri J), a Monen, Bmk CreSt and York, Harper & Bros., ,1928, 

' ' ' ' ' 
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value of newly inined gold, rising costs reduce the profits from 
mining and ^ut off production in marginal mines. Falling 
prices, on the other hand, stimulate gold output. 

It must be recognized, however, that gold has limitations as 
well as advantages. Its supply is subject to the hazards of ac- 
cidental discovery of sources of gold and to the effects of irregular 
and uncertain improvements in the technique of mining and re- 
fining. Moreover, although durability does give a substantial 
degree of stability to the short-run gold supply, the long-run 
effects of new discoveries and new techniques may be far from 
negligible. One must also not lose sight of the fact that the 
long-run stability of the value of gold is dependent on the rela- 
tion of the supply of monetary gold to the world’s monetary 
needs. These needs, in turn, depend both upon the growing 
volume of transactions requiring settlement in terms of money 
and upon the volume of bank money substitutes for standard gold 
money which may be available. 

The general acceptability of gold money. Public acceptance 
of any money depends upon a number of considerations. Star 
bility of value is, of course, one of these, because great instability 
renders money incapable of functioning properly as a store of 
value. A relatively high value in a small compass is a conven- 
ience which adds to the attractiveness of gold money. Yet an- 
other favorable characteristic of gold is the ease with which it 
may be minted into coin and reconverted into bullion form again. 
Uniformity of quality, ease of identification, and durability are. 
all qualities of gold which enhance its usefulness as money. 
Finally, one must not neglect the importance of social custom. 
Certain conamodities may acquire a kind of momentum in mone- 
tary use which helps to perpetuate sudi use. The fact that gold 
has been* the customary monetary standard is to a large measure 
responsible for the esteem which it commands as money. The 
effect of this can be seen in the refusal of countries which had 
technically been on the bimetallic standard to continue on that 
standard when, after a long period during which gold was ex- 
clusively ih circulation, cheap silver ihreatened to drfve gold from 
circulation. Today gold retains its monetary value largely be- 
cause of its customary acceptance as money rather than because 
of its value for industrial uses. 

In these days of paper money and bank credit substitutes for 
^Id, some of the characteristics mentioned above as contributing 
to the acceptability of gold have lost much of their sagnificance. 
These substitutes have all the qualities of convenience in han- 
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dling and use which can be claimed for gold itself, and are in fact 
superior to gold for domestic use. Even when inconvertible into 
gold, paper money may remain readily acceptable in the issuing 
country because it may possess legal tender power and because 
of habit of use. 


Coinage of Money 

The advent of coinage marked a very important step in the de- 
velopment of money, for with it money achieved a distinctive 
place among other goods. When made into the form of coin, 
money ceased to be merely a convenient commodity for compar- 
ing and storing values. The coin itself, bearing the stamp or 
mark of the State which issued it, came to be the important thing 
rather than the btiUion content. This admiration for the coin it- 
self frequently goes so far that the coin may circulate at a value 
considerably in excess of its bullion value. The fact that it is 
money, approved by the State and in customary use, is sufficient 
to maintain its acceptance at face value within its own country. 

Free coinage. In the past, free coinage of the standard mone- 
tary metal was a normal characteristic of currency systems. 
Under free coinage, the money metal or metals may be brought 
to the mints and converted into standard coins without limit. 
In the United States before 1933, one could bring to the mint 
standard gold bullion (nine-tenths fine) and Tiave it converted 
into coin without expense save the delay involved in the process. 
If gold in other than standard bullion form was presented to the 
mint, a brassage charge was made to cover the expense of con- 
verting the metal into standard bullion.* Sometimes the State 
charges more than the actual cost of minting the coins. As a 
result the State makes a profit called seigniorage. The coins so 
minted have a face value somewhat above their bullion value. 
The free coinage of standard metals is normally accompanied 
by the right to exchange coin for bullion or the right to convert 
coin into bullion by melting. It follows, therefore, that the 
coin value and the value of the bullion content of coins can 
never be separated by more than the cost of conversion from one 
form to the other. It is through the free interconvertibility of 
coin and' bullion that the value of money is tied up with the 
value of the metal itself. 

Limited coinage. Although standard money metal may be 
freely coined, other metals may be converted into coins only at 
the option of the State. For example, sub^diary silver coins, 

* The terin is used to describe any mint change not designed to yield 

a profit to the State. > 
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standard silver dollars, and token five- and one-cent pieces are 
coined by the Treasury in such amounts as public convenience 
or public, policy seem to warrant. Since there is no privilege of 
free coinage in such a case, these coins are the result of what is 
known as “limited coinage.” Such coins normally bear a heavy 
seigniorage charge, or to put it another way, their face value is 
considerably greater than the value of the metal which they con- 
tain. For example, when silver buUion is worth $.45 per ounce, 
the silver dollar contains approximately 35 cents worth of silver. 
Coins issued under the limited coinage principle, therefore, derive 
their value from the fact that they are directly or indirectly con- 
vertible into standard money.' In reality they are a form of 
promissory note written on metal discs instead of being engraved 
on paper. 

Free conversion without free coinage. After the First World 
War, countries wishing to return to the gold standard economized 
their limited supply by abandoning the coinage of gold. Instead, 
they provided that bullion might be freely converted into cur- 
rency or bank credits by sale to the central bank. Those wishing 
gold bullion for export or industrial purposes could purchase it 
at a fixed price from, the central bank; ■ In this way gold'coin was 
not allowed in common circulation, yet free conversion from 
money into bullion and bullion into money was provided. 
Though technically different from free coinagO, the result was 
sim i lar in that the value of paper currency and the equivalent 
amount of bullion were always substantially the same; 

, Inconvertible -Paper Money 

In the past, standard money has normally consisted of some 
’ fOTm of metal. Although both gold and silver were often stand- 
ard money metals, the modern practice has steadily moved in the 
direction of gold alone. But we have; noted ^her in the chap- 
ter that standard money need not necessarily be metal ai ah, but 
sometimes may be pure inconvertible paper currency. • 

The inauguration of the use of inconvertible paper money in a 
country is generally accompanied by a pronaise of the issuer, 
whether the 'State or a note-issuing bank, that the paper will be 
redeemed in standard metal money. This has led sonie oteervers 
to conclude that inconvertible paper money derives its accept- 
alfility and its value from the expectation of redemption in stand- 
ard metal at .some future ! According to this view, tire v^ue 
<)i pure p^per money must fluctuate in' dir^ to 

<|hanges in, the possibility of future, redemption, This view also 
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denies that pure paper money, in itself, can have value inde- 
pendent of its theoretical metal worth. This explanation of the 
value of inconvertible paper money was understandable at a time 
when the metallic standard was the rule and inconvertible paper 
the exception, to be eliminated as soon as possible. But today, 
in the light of modern monetary experiences with pure paper 
currencies, it is difficult to hold that pure paper money can have 
no value in and of itself. 

One may say, therefore, that inconvertible paper money some- 
times may achieve the distinction of being “standard” or the “last 
word” in a country’s monetary system. Its acceptability is de- 
rived not only from habit of use developed before conversion 
privileges were abandoned, but also from legislative fiat or legal 
tender qualities. Sometimes a sheer lack of any available sub- 
stitute currency plays its part in compelling people to use incon- 
vertible paper, - 

Two basic types of inconvertible paper money. Inconvertible 
paper money may take two forms 

1. Government have frequently beien forced to meet their nec- 
essary expenditures by the issue of paper promises to pay metal 
money. The occasioii for such issues has most frequently been 
war, when needed expenditures tend to outstrip tax income. 
Direct' resort to/the. printing press by hard-pressed governments 
has not been unknown in American history. The Revolutionary 
War was the occasion for paper money issues (bills of credit) by 
both the individual colonies and the Continental Congress. The 
outbreak of the Civil War was the signal for the issue of incon- 
vertible greenbacks. 

2., Both in the past and in modern times, inconvertible paper 
money, with most if not all of the .attributes of standard money, 
has originated in the form of bank notes. In England, 1797- 
18,21, the currency mewnly ..consisted of inqonvertible Bank of 
England notes, while today in practically ajp,,oountrios of the 
world (with the possible exception of ,t|ie 11^ 8,), standard money 
consists of inconvertible promise of. tp fioptral banks. 

“ Many . excellent aceoants ^'lifeoriBai experience -mtli inconvertible paper 
are available/ suniniaries d the wOrk in this field, 

see L^aureace Prices^ VoL II, Chapters III-XI, 

and Edwitt W. Kenih]terert\M(wy, Chapters X-XIH. W. C. Mitcheirs familiar 
Hktory of the Oreei^acks^ lMt is an authoritative work ou the experiences with 
the Uni»d Stales BOteSi ' ' . 
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MONETAHY STANDABDS 

Emly Monetary Standards 

T he development of monetary systems providing stand- 
ard coins of uniform value was the result of long and trying 
experience. Early attempts at coinage often resulted in the ap- 
pearance of a number of separate, independent types of money, 
each with its own subdivisions. This situation resulted from 
the assimilation of the coins and coinage practices of neighboring 
trading states, from irregular minting, and from abrasion and 
clipping.^ Gradually it became possible for central governments, 
by preventing debasement, to bring different coins of the same 
metal into a fixed relation to each other. But even this improve- 
ment left a parallel standard of two independent currencies, one 
of silver and the other of gold. With price calculations and debts 
made in either of the two currencies, the situation left much to be 
desired. A standard, uniform currency was. stiU lacking. . 

Bimetallism 

The next step in the development of currencies was to devise 
a system in which standard coins of a given value might be 
mmted out of both gold and silver. In this way not only would 
gold and silver coins circulate side by side, but they would also 
be interchangeable. Thus, a debt calling for the payment of a 
given number of doUars could be discharged by the payment of 
either silver or gold. Both metals were given the right of free 
and unlimited coin^e into standard monetary units. ■ Such a 
system was called bimetallism. 

. But certain difficulties always tended to arise under bimet- 
allism. Its adoption required a decision as to the appropriate 
weight which should be given to each iype of coin. Since both 


detailed accouat of the chaotic condition, of early ctirrenciee oaii be found 
in Helfferich, Karl, Money, New York, Adelphi Co. (GreenbergO, IW, Vol. I, pp. 


26 



MONETARY STANDARDS 


27 


were to have the same nominal value and each was to be freely 
coined, it was necessary that the relative size of coins of the two 
metals bear a close relationship to their relative value as bullion. 
The mint ratio was the relative quantities of the two metals re- 
quired at the mint to make a standard monetary unit. Thus, a 
mint ratio of 16:1 meant that the silver dollar required an 
amount of silver 16 times the amount of gold in the gold dollar, 
and was chosen because it was thought to correspond to the rela- 
tive bullion values of the two metals. But new discoveries of the 
metals caused marked disturbances in the relative values. When 
silver discoveries reduced the bullion value of silver, the silver 
dollar no longer contained as much bullion value as did the gold 
dollar. On the other hand, when gold discoveries reduced the 
value of gold as compared to silver, the bullion value of the gold 
dollar became less than that of the silver .dollar. Such a situa- 
tion invited the action of “Gresham’s Law” and led to the dis- 
placement of the dearer metal by the cheaper metal in the mone- 
tary system of the country. A similar disturbing result occurred 
when other bimetallic countries had mint ratios which differed 
from that of the country concerned. T^se foreign mint ratios 
affected the domestic “market” ratio. 

Gresham’s Law. In its simple form, the monetary principle 
known as “Gresham’s Law” is this: “Bad or overvalued money 
tends to drive out of circulation good or undervalued money.” 
A fuller and somewhat more correct statement is that, given 
a suflScient supply of bad or overvalued standard money with 
the characteristic of general acceptability, the good or under- 
valued standard money may be displaced by the lighter or over- 
valued money. Bad money or overvalued money is that which 
contains less bullion value for a stated face value than the good 
or undervalued money.* 

Under bimetallism, Gresham’s Law begins to operate whenever 
the market ratio of silver to gold drifts away from the mint ratio. 
Bor example, if the mint ratio and the market ratio were both 
16:1, both gold a-nd silver coins would circulate. But if silver 
production should expand enough to make silver cheaper than 
before, as compared to goldj so that the market ratio changed to 


2 Sir Thomas Gresham is said to have used this principle, in explaining to 
Queen Elizabeth why the new fullweight coins did not remain in circulation in 
the face, of old, underweight, oMpped coin. For a statement of the origin of the 
use of Gresham's naip« hi connet^ion with this long-known principle, see Laughlin, 
J. L., New Emodtian of Money, Credit, and Prices, University of Chicago Press, 
1931, ToL I, 11-52. 
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17 : 1, it would become profitable to convert gold coin into bullion 
and to exchange it in the market for silver at 17:1. , Out of the 
seventeen parts of silver thus obtained, sixteen parts could be 
made into silver coins to replace the gold coins melted, and one 
part silver would be left as a profit on the transaction. So long 
as the market ratio remained sufficiently different from the mint 
ratio to make such a profit possible, the process of displacing gold 
coins with silver would continue. If the shift in relative silver 
and gold values represented a world-wide change, the gold coins 
of an individual country acting alone on the bimetallic standard 
would almost certainly be displaced by silver without causing 
a corrective (ffiange in the market ratio. If increased gold output 
lowered the relative value of gold as compared to silver so that 
the market ratio became 15:1, the reverse of what we have just 
described would occur. Gk)ld, being the cheaper moneyy would 
displace the dearer silver coins, which would be melted up and 
sold as bullion. , > . 

Experience has shown that it is difficult for, a single country to 
maintain its niint ratio equal to the market ratio. The latter 
fluctuates with changes in production and in the nonmonetary 
demand, while mint ratios, ouce established, are unlikely to be 
dianged with any frequency. ^Attempts to establish and main- 
tain bimetallism, , therefore, have generally resulted in an alter- 
nating standard, with first one and then tfie other of the two 
metals making up the eurrency. 

The compensatory acti<m of bimetallism. Admirers of bimet- 
allism contend that its unsatisfactory record is due to a, failure to 
use it mx a scale large, enoi^ to permit its “compensatory action” 
to becOToe effective. . They hold that the adoption of bimetallism 
on an international basis with uniform, fixed mint ratios would 
make it impossible for the market ratio to deviate from the mint 
ratio long enough to cause either metal to be completely dis- 
placed by ffie other. If, for example, silver became rffieaper, sil- 
ver bullion would then conae to the mints in larger amounts; 
at the same time, gold coin would be melted and newly mined 
gold would , be diverted into bullion use. Thus, it is believed, 
silv^ bullion would become more scarce and gold buUiqn would 
become more plentiful until the market ratio equalled the mint 
ratio. 

, ; In Ti^g thfe argument, IfimefalKsts are impressed by the im- 
pertance of the monetary rather than the nonmpnetwry demand 
^ jgeld’ and ^er.‘ He compensatory ^etiaa .'of bimetallfem 
imyfit ’be largely nullified because of its tendency to tencoux^ge 
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the production of the cheaper metal. If, for example, cheap sil- 
ver flows to the mint where it commands a high price, new pro- 
duction win be stimulated. In the face of this, there is little as- 
surance that even international bimetallism could maintain the 
market ratio at the level of the. mint ratio without eventually 
displacing gold with silver.* 

There is some evidence, however, that the market ratio be- 
tween gold and silver might be mamtained near equality by the 
adoption of bimetallism by a group of important countries. 
During the flrst three*quarters of the nineteenth century, Prance, 
on the bimetallic standard, held open its mints to the free coinage 
of gold and silver at the ratio of 15^,:1. During this period, in 
spite of the fact that the ratio of silver production to gold pro- 
duction was about 3:1 during the 1801-1820 period and about 
.35:1 during, the 1851-1870 period, the world market ratio be- 
tween silver and gold remained remarkably, close to 15^:1. If 
Prance, maintaining a mint ratio, of 15^:1, was able to influence 
the market ratio to remain at ,15%:l, it seems probable that an 
international systena adhering to a uniform mint ratio would be 
successful in keeping both metals in monetary .use.* 

Arguments for bimetallism. Not until the single gold stend- 
ard had become flrmly entrenched in Europe and in the United 
States did arguinents in favor of bimetalliW becoiae .important. 
These arguments stemmed from the difficulties associated with 
the falling value of silver and the rising value of gold whidi took 
place during the last quarter, of the nineteenth century, . Be- 
twe^ 1870 ,and 1902, the maicket ratio bfetween gold and silver rose 
from 15.5 : 1 to 39.1 : 1,® ^ncem oyer the decline in the value of 
silver arose in several qjuarters. In the United States,. producers 
of silver demanded bimetalliam because .they desired the favor- 
able price which wofuld result from a return to the 16 : 1 mint ratio 
with free coinage of sSver»- At the same time debtors, oppre^d 
by the falling price "trend of the period, added their voices to the 
clamor for bimetallism. They beMeved that the free coinaige of 
alv«: would add to the monetary supply and help to rake priops. 
In En^and, a considerabl® sentiment in favor of bimetaHiam de* 
v^bped in . the belief that i$ would provide a solution lor the 


jioiiit Was raised fa the Eeport of the 'Eoyal iJommisskm on Qold and 
188 ^ WB. Eor a detailed diseusaia oi tfee ooapMiisatoiy aotiSH of 
.ISeouaeiiier', E. .W., Momv^ The Ma;$millan €9., 

' » <}i ‘the. Commnmon hit Gofd and Wver, p. 27. 
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awkward problem presented by the falling rate of exchange on 
silver standard countries, particularly India. 

The theoretical claims made for bimetallism were: (1) it would 
tend to stabilize the value of money, and (2) it would give stable 
exchange rates with silver-using countries. The first claim rests 
upon the assumptions (1) that changes in the volume and value 
of gold and’ silver would not be in the same direction or at the 
same time, and (2) that the compensatory action would result 
from the operation of Gresham’s Law. Granting both of these 
assumptions, a cheapening of gold, for example, due to expanded 
production would cause gold to enter and silver to leave the 
monetary system. The loss of silver would partially offset the- 
gain in gold. The supply of money, therefore, would be affected 
less than it would have been if gold had been the only money 
and there haS been no silver for it to displace. Because modern 
improvements in production techniques may apply to both gold 
and silver alike, ^ere is little reason now to hope for any im- 
portant stabUizing results from compensatory action. The argu- 
ment that bimetallism would provide stable foreign exchange 
rates on silver standard countries no longer has any force, since 
the use of the silver standard has been almost completely aban- 
doned. 

Bimetallism in England. Like most other countries, England 
at one time tried bimetallism but found it difficult to keep the 
bulliontvalue of gold and sily«.npins eqttal to their face value. 
In 1663, it introduced the paralfel standard by issuing a new gold 
coin called the “gnmea,” which circulated independently of the 
^ver coins. This system was objectionable in that it required 
two pricing S3^tems. The silver currency was reformed in 1717 
to fix the value of the gold guinea at twenty-one shillings in sil- 
ver. Technically, therefore, this put in operation the bimetallic 
standard, but the value of twenty-one shillings placed on the gold 
guinea was too high in the light of bullion prices and tibe relative 
bullion content of the guinea and the sh illing . Because the bul- 
lion in twenty-one new silver Nullings was worth more than the 
gold in the guinea, silver was undervalued or good money, and 
new silver fillings were melted. This left in circulation only 
the gold guinea and the thin, old, underweight silver pieces not 
worth melting. But in the 1790’s, silver value fell to the point 
where it was profitable to bring sEver to the mint. In the face 
of a threatened displacement of gold by the new flood of sEver 
coins, the Engli^ mints were closed to the coinage ' of islv^ in 
1798 and the single gold standard became a reality. It was not 
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until 1816 that Parlianaent established the gold standard by 
statute.® 

Bimetallism in Europe. Among the European countries, 
Italy, Belgium, France, and Switzerland maintained a system of 
bimetallism during the first 75 years of the nineteenth century. 
Because the cheapening of gold in the 1850’s made it difficult to 
keep silver coin in circulation, a kind of competitive devaluation 
of silver currency appeared. Switzerland first lowered the bul- 
lion content of its silver coins. The new lightweight Swiss francs 
began to invade France, and the heavier French francs were ex- 
ported, melted, and recoined at a profit in Switzerland. To give 
mutual protection to their currencies, these four countries formed 
the Latin Monetary Union in 1865. This provided for adherence 
to bimetallism at a ratio of 15% : 1 and for the free coinage of 
gold and silver five-franc pieces. It further provided for the 
limited coinage on government account of smaller silver pieces 
which had a reduced sUver content in order to avoid their being 
melted when the price of silver bullion rose. 

When the price of silver bullion began to fall after 1872, the 
result was a flood of silver into the countries which comprised the 
Latin Monetary Union. Germany abandoned its old silver 
standard in favor of the single gold standard in 1873 and was 
followed shortly by the Scandinavian countries. To shield them- 
selves from the influx of silver, the countries of the Latin Mone- 
tary Union limited the coinage of silver five-franc pieces under a 
series of agreements beginning in 1874.- It was 1878, however, 
before they agreed upon a complete suspension of the free coin- 
age of silver.’^ 

Bimetallism in the United States. Bimetallism was estab- 
lished in the United States in 1792 with a mint ratio of 15:1. 
Very shortly after, the market ratio shifted to about 15% : 1, and 
by 1812 silver coins had displaced the gold. The silver currency, 
however, was in a disorganized and unsatisfactory condition. 
The silver dollars provided for under the coinage laws were some- 
what lighter than ^e Spanish silver dollars which were then 
in common use; and, although the law stated that the two were 
to be equal in value, actually the Spanish dollars commanded a 
premium. The bright, shiny, newly minted American dollars, in 
spite of their light weight, found ready acceptance in the West 


^Helfferich, Money , VoJ. I, pp. 64-59. See also Hawtrey, R. G., Currency and • 
Credit, York, Longmans, Green Co., 1928, Chapter XVI. 

^ Lai^Iin, J. L., History of Bimetallism in the United Si<^te$, 1888, pp. 146-160. 
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Indies, however, and a profitable business of exchanging new 
American dollars for the tarnished but heavier Spanish dollars 
developed there. The Spanish dollars w6re brought' to the 
United States, melted, and recoiiied at the mint into lighter 
American dollars. The United States mint was thus actively 
engaged in minting silver dollar^ but the supply of coins in the 
United States did not show a corresponding increase. To stop 
the needless expense, the coinage of silver dollars was suspended 
in 1806 and no more were coined until 1836. The coinage of 
silver half-dollars was continued, however, with substantially the 
same results as’ those which attended the coinage of the silver 
dollars!® ’ ’ ■ ' 

In 1834, the coina^ laws were changed to make the gold eagle 
(ten-doUar' piece) contain 232 grains of fine gold instead of 247.5 
grains, while the' silver dollar was left unchanged with 371.25 
grains of fine silver. This made the mint ratio 16:1. The mar- 
ket ratio in the meantime stood at 15.7:1. The result Was the 
gradual replacement of sil’ver by gold coins.® In 1837, further 
changes' in the coinage laws pro’vided that both Silver and gold 
coin be minted from bullion liiae-tenths fine. ' Two-tenths of a 
grain of fine gold was added to the gold eagle.’ The gold dollar 
then contained 25.8 grains of nine-tenths fine gold while the silver 
dollar contained 412.5 grains of nine-tenths fine silver.^® 

The discovery of gold in CaMfornia;' Australia, and Russia 
pushed’ the output of gold to unprecedented heists, and gold be- 
came cheaper Ih relation to silver. By 1853, the market ratio 
had become 15.4: 1 and the pressure to melt silver coins increased. 
Although badly needed for small change, , small silver coins coujd 
not be kept in circulation. To remedy this, subsidiary silver 
coins were reduced in weight by 6.91 per cent. The total weight 
of one dollar’s ■worth of half-dollars or quarters was thus reduced 
from 412.5 to 384 grains. This placed the subsidiary tilver coins 
definitely in the position of token money, with a face value above 
their bullion value. At the same time, the right of free coinage 


^Ibid., pp. 52-54. At tresident Jefferson’s direction, James Madison, then 
Secret^ of State, wrote a letter to the Director of the Mint ordering lie 
cessation of tiie coinage of silver dollars, Althou^ the letter was dated May 1, 
1806, other evidence indicates that coinage of the silver dollar was actually 
suspended in 1805. Cf. Watson, David K., History of American Comage, 1899, 
pp. 74-75. ■ , , 

® LaughJin,'J. L., History of BimetalUsm in the United Stated, p, 70. 
to Ibid,, pp. 73-74. Previous to this, silver cpins had been ei^t-ninths fine 
while gold coins were eleven-twelfths fine. 
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of subsidiary silver was withdrawn and the legal tender power 
of such silver was limited to |5.^‘ 

• Both the debased subsidiary silver and gold disappeared, from 
circulation during the greenback depreciation of the Civil War. 
It was 1877 before the paper currency had risen in value to the 
point where it was no longer profitable to melt the debased sub - 
sidiary silver, and silver change again appeared in circulation.^ 
Redemption of greenbacks in gold began in 1879. 

The coinage laws of the United States were agani revised in 
1873. It win be recalled that silver dollars had been unprofitable 
to mint since 1834. Since no one wished to convert silver bullion 
into silver dollars in 1873, the revised coinage laws omitted the 
silver doUar from the list of coins which could- lie minted. As 
a result, silver was deprived of tbe privilege of free coinage, and 
the United States currency was placed on a monometallic basis. 
No sooner had this been done, however, than there occurred many 
silver discoveries in the West, leading to an enormous expansion 
in silver production. The price of silver bullion became cheaper, 
so that the market ratio between sHyer ^d gold reached 16:1 in 
1874 and 17.75:1 in 1876. At 16:1 it was profitable to offer sil- 
ver bullion for coinage into dollars containing 412.5 grains of 
ver .900 fine, and as silver continued to fall, the advantage, of free 
coinage became more pronounced. This led to heavy pressure 
from the silver-mining interests for the reopening of ^e United 
States mints to the free coinage of ^ver. They were joined in 
this by the agricultural debtor group, which hoped for relief from 
the pressure of falling prices by an expansion in supply of silver 
currency. ■ 

Two compromise measures resulted from the agitation, for free 
silver. The first was the Bland-AUison Act of 1878, which re- 
quired the purchase and coinage of not les? &an $2^000,000 nor 
more than $4,OCX),!OOOi worth of silver per month. Under this law 
the Government bought 291^72,018 fine ounces of silver equal to 
$375,640,903 in ^verooin. The second waa the Sherman Silver 
Purchase Act of 1890, which increased the mandatory purchase 
of silver to 4,500,000 fine ounces per month. Under this law 
168,674,682 :fce ounces were bought. The law was repealed 
late in 1893, during the financial panic which was believed to 
have been caused, m lart, by the fear that the Treasury could 
not goM T^i^unents but instead -would have to take to 

pp. 79r-85. On June 9, 1879, subsidiary silver was made legal tender 
w pp. 90^. , , 
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redeeming currency in silver. In 1900 the United States was 
definitely committed to the gold standard by the Gold Standard 
Act of that year. 

As a result of the two silver purchase acts, $576,166,000 in sil- 
ver currency was added to the monetary supply. The absorp- 
tion of this new currency was made easier by (1) the issue of the 
more acceptable silver certificates in the place of silver dollars 
and (2) the prohibition of the issue of greenbacks and national 
bank notes in denominations of less than $6. Although legal 
tender, save when special contracts, were made to the contrary, 
these silver dollars and certifica,tes were in fact mere token money 
with a face value considerably above their bullion value. An 
indirect form of redemption was achieved through the action nf 
the Treasury, which accepted silver dollars and silver certificates 
in pa 3 unent of customs duties, taxes, and all public dues while 
pa 3 dng out gold on demand. This assured the parity of silver 
currency with gold.“ 

The Gold Standard 

In contrast to bimetallism, which involves the free coinage of 
two standard money metals — silver and gold — ^the gold standard 
provides only for the use of gold as the, basic money metal. 
Thus, under the gold standard, the standard monetary unit. is. a 
given fixed quantity of gold. Paper money and bank credit<sub- 
stitutes for the standard money are maintained at par by being 
convertible into gold. IVee coinage of gold, in its broader sense, 
is a necessary characteristic of the gold standard. This means 
ihat gold bullion can readily be converted into standard money 
and, conversely, that standard money can be converted into gold 
bullion. 

The gold coin standard. Several modifications of the gold 
standard have been introduced into the postwar practices of the 
gold-using countries of the world. These modifications may best 
be visualized by beginning with a description of the old-fashioned 
type of gold standard, which, for purposes of contrast, may be 
called the gold coin standard. 

Under the gold coin standard, gold coins of a certain weight 
and fineness are the standard monetary units. Thus, the gold 
dollar containing 25.8 'grains of nine-tenths fine gold was the 
standard monetary unit of the United States prior to January 31, 

For a careful account of the operation and the effects of the silver purchase 
acts, see Laughlin’s Money, Credit, and Prices, Vol. I, pp. 244-256» - 
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1934. Standard gold bullion (.900 fine) could be brought to the 
mint in \mlimited quantities and be converted without charge 
into coin. At the same time, the mint would receive gold coin 
in lots of $5,000 or more and give out gold bars in exchange.^* 
The British sovereign or pound sterling contained 123.27447 
grains of gold eleven-twelfths fine.^® Before the First World War, 
the French franc contained 4.97806 grains of gold nine-tenths 
fine. Under the gold coin standard, therefore, other forms of cur- 
rency were convertible into standard gold coins which anyone was 
privileged to hold, hoard, spend, or melt, as he saw fit. 

The right of free coinage entitled any holder of gold bullion to 
have it coined' in to standard coins without any quantitative limit. 
This process involved some cost, since a little time normally 
elapsed between the bringing of the metal to the mint and the 
receipt of standard coins. Moreover, the mint frequently added 
a special charge to cover the expense of minting. In some in- 
stances, charges were in excess of the actual minting costs, with 
a resulting profit to the mint called “seigniorage.” In such a 
case, the face value of the coin exceeded its bullion value. 

The gold coin standard, therefore, provided for the unlimited 
conversion of bullion into standard gold coin, the eonversidn of 
gold coin into bullion, and the right of private citizens to hoard 
or use either gold coin or bullion without restrictions save those 
against mutilation. 

The gold bullion standard. A change in form of the gold 
standard appeared with the English postwar gold bullion stand- 
ard. From May, 1925, when England re-established the gold 
standard, until it was forced off again in September, 1931, the 
Bank of England redeemed its notes, not in gold coin, but in gold 
bullion in amounts of not less than 400 ounces. Instead of free 
coinage, there existed the right to convert gold bullion into Bank 


1* The gold dollar itself was not coined after 1890, except in limited amounts 
ior commemorative purposes. Because of its small size, the gold dollar was 
inconvenient and was superseded by the silver dollar and silver certificate. The 
most common gold coin was the double-eagle $20 piece. In addition, there 
were the eagle or $10 piece, the half-eagle or $5 piece, and the quarter-eagle or 
$2.50 piece. The cdinage of the $2.50 piece was discontinued in 1930. Annml 
Report of the Diiector of the Mmt, 1932, p. 87. 

The Bank of England sold gold (eleven-twelfths fine) at the statutory price 
of £3 17s. lO^d. per ounce. The English mint would coin, without charge, one 
ounce troy of gold bullion into £3 17s. 10%d. For the convenience of holders, 
the Bank of Englaiid bohght gold bullion at £3 17s. 9d. per ounce (under the 
act of 1844). The difference of l%d. between this and *^6 price at the mint 
repreaeniied an interest charge for the advance by the Ba^. jCf, I/aughlin, 
Momp, Crete, ckd Prices, Vol. I, p. 80. 
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of England notes. No restriction was placed upon the right of 
private citizens to hold or use gold bullion. It might be hoarded, 
used in the arts, or exported. The only essential difference be- 
tween the gold bullion standard and the gold coin standard is 
that the former provides no gold coin for hand-to-hand circula- 
tion. Since a substantial volume of gold was in circulation be- 
fore 1914, the gold bullion standard resulted in some economy in 
the monetary use of gold. The bank notes which replaced coin 
in circulation were not backed by a full 100 per cent gold reserve. 
France, like England, adopted the gold bullion standard when it 
resumed gold payments in 1928. The bullion feature was op- 
tional with the' Bank of France, which could convert its notes 
into either bullion or coin as it chose. - 
The limited gold bullion standard. The United States has 
been operating under a somewhat different tjT)e of gold bullion 
standard since the passage of the Gold Reserve Act of 1934.. All 
gold coins were withdrawn from circulation and melted into bars, 
and the coinage of gold for domestic uses is no longer permitted. 
Instead, the Treasury wiU purchase gold bars at a fixed price of 
$35 per fine ounce minus a handling charge of of one per cent 
and a small charge for assaying and testing. In return, the seller 
gets Treasury drafts payable in some form of bank credit. In 
this way gold bullion can be converted into deposit currency. 
Special licensees may buy gold for industrial uses at $35 per fibre 
ounce plus % of 1 per cent for handling charges. Cuirency may 
therefore be converted into gold for industrial purposes, but the 
catimary citizen is denied the privil^e of obtaining and keeping 
bullion. This deviation from the British form of gold bullion 
standard m^se out of die gold-hoarding regulations of '1933, when 
it was feared that hoarding of gold, even in bullion form, might 
prove embarrassing to our monetary system. Tinder the present 
arrangements, neither the ordinary citizen nor bankers may ob- 
tain gold for export. Instead, the task of maintaining the value 
of the dollar in terms of other currencies by the export of gold 
has been taken over by the Treasury.^ 

■ i«Qa April 5, 1933, the President issued' an Executive Order forbidding the 
hoarding of gold coin or bullion or gold certificates. This order was followed on 
December ^ 1933, by an order of the Secretary of the 'I^asuiy under the 
authority of ^le iknergency Banking Act of March'S, 1933, requirii^ ihe transfer 
^ the of all gojd coin, buUii^, ck gold, oerdficatos, -with a few uninip 

poiistant.^ceprione.. .Ihe <Jqld Reserve of eptpewexed tl^ Sectietey of 
Treasvay io set the conditions under -which gold, may be' scauwed, J»eJd» 
traneported, melted or treated, imported,, estport^,' or -easawAod. , ' , ; , • 

Between February 1, 1934, and October, 19^, the Trea^ arii-gqM *o,baaii»tf 
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This last type of limited gold bullion standard resembles but 
slightly the original gold coin standard. Nevertheless, it retains 
two essential featurOs of any gold standard: (1) the free con- 
version of bullion into currency and bank credit a!nd (2) the free 
conversion of currency and bank credit into bullion for industrial 
uses and for export. The uncertain manner in which such a 
standard was operated under the regulations of the United States 
Treasury does not invalidate the assertion that such a standard 
meets the basic requirements for the use of gold as a monetary 
base. • 

The place of silver in gold standard countries. In spite of 
the almost universal adoption of gold in the modern world, silver 
retained an important role in most monetary systems. Its use 
under bimetallism was carried over to the gold standard systems, 
where it was commonly used as token money for hand-to-hand 
circulation. In the United States, the subsidiary silver coins 
and the silver dollar's (and silver certificates) constitute an im- 
portant part of the money in circulation. 

Advantages of the gold standard. The gold standard is said 
to have two main advantages over inconvertible paper currency. 
First, gold is more stable in value; second, as an international 
standard, it provides stable foreign exchange rates. 

The claim that gold money is more stable in value than paper 
rests primarily upon the natural limits to the available supply. 
Moreover, its durability is such that a very large part of gold 
mined in past years remains in existence, so that annual changes 
in output have but little short-run ^ect upon the aggregate sup- 
ply. Therefore; not only is gold scarce, but also its supply re- 
mains relatively stable. This in turn is reflected in a relatively 
stable value. In contrast, inconvertible paper money is exposed 
to overissue at the whim of the government. It is well Imown 


for export to foreign central banks whenever the foreign exchange rates rose to 
the gold export point. On October 13, 1936, the Treasury announced that it 
would sell gold for export to foreign eoimtiies or would earmark gold for the 
^oco^nt of the stabilization fund? pf thw countries if they, in turn, would sell 
gold to the United StatjBS. On November 2^ of the same year, it announced its 
willingness to sell gold to feasuiies or ‘to my fiscal agent of treasuries offering to 
eel} gold to the United fiteitee in Such sales were to be made through 

the l^ederal Beseiro TxA Under, these regulations the Treasury 

agreed fo export gold to Britam, IVanoe, Belgium, the Netherlands, and 
it however, that the agreement to export gold 

nafeht ^ iwtod i:^dn 24 hotcts^ notice. The sale price of gold, conresponding 
to the, gold coptot erf the doj]^ as fixed by the President’s pwlaniatipn on 
Janst^u^i ^ ounce plus hah(fimg of % of one per 
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that the path to a balanced budget is sometimes thorny and easily 
abandoned in favor of the smoother path of paper money ex- 
pansion. The gold standard, rigorously adhered to, closes the 
door to paper money inflation. Like the redemption of com- 
mercial bank liabilities in standard money, the redemption of a 
nation’s currency in gold compels a quantitative restraint which 
will keep the issue “in step” with the outside world; for' any ex- 
cessive volume of currency will induce an unfavorable balance of 
indebtedness, a loss of gold, and a retreat to a more tenable posi- 
tion. The argument that gold is more stable than paper is 
weakened by the fact that, however great its virtues, the gold 
standard seldom is allowed to impose much restraint upon gov- 
ernmental fiscal practices when the going becomes rough. At the 
same time, the behavior of inconvertible paper during periods of 
wartime inflation is no proof that it would not prove even more 
stable than gold once it were tried under normal conditions. 

The second advantage claimed for the gold standard is derived 
from the fact that between countries it provides exchange rates 
which are determined by the relative gold contents of their re- 
spective currencies. Before the devaluation of the dollar in 1934, 
the mint par exchange rate between the dollar and the British 
pound was $4.8666 per £1. This means merely that $4.8666 con- 
tained as much gold as did one pound sterling. When pounds 
could be converted into exportable gold, pound drafts or bills of 
exchange drawn upon London banks or on other creditors need 
never be sold in New York for less than $4.8666 per pound, minus 
the cost of converting them into gold and shipping the gold back 
to New York. On the other hand, $4.8666 could be converted 
into gold, and the gold shipped to London and sold for a pound. 
Therefore, Americans wishing to remit funds to London need 
never pay more for pound drafts than $4.8666 plus the cost of 
shipping gold to London. Under the international gold stand- 
ard, foreign exchange rates cannot deviate from mint par by 
more than the cost of exporting or importing gold. These maxi- 
mum and minimum prices of foreign bills'of exchange are known 
as the gold points. This relative fixity of foreign exchange rates 
under ^e gold standard is of.no small importance. It protects 
traders from the hazard of wide fluctuations in the exchanges 
during the period between the time of the sale and the receipt 
of the proceeds. In addition, it encourages long-term foreign 
investment, and such investments played an import^t part in 
the economic development of the nineteenth^ century. 

The successful operation of the intemationai gold standard re- 
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quires that each country’s balance of payments be maintained 
in substantial equilibrium. This calls for the adjustment of the 
price levels of the several countries to the point where imports 
and exports (visible and invisible) are in approximate balance. 
In such a case, settlements between countries require only small 
gold shipments. So long as these gold movements are small and 
temporary in nature, no serious impairment in the gold reserves 
of any country’s banking system wih occim and the gold standard 
will work admirably. But there are times when a country’s bal- 
ance of payments becomes so violently disturbed that a sustained 
and intolerable drain of gold is experienced and the gold stand- 
ard is abandoned. To operate successfully, therefore, the gold 
standard mtist be free from too violent and sudden changes in 
the transactions which make up the debit or credit side of the 
balance of payments. Moreover, it is important that a re-estab- 
lishment of equilibrium in the balance of payments be easily and 
quickly achieved whenever disequilibrium appears. In order 
that this may be so, the price levels of the severd countries must 
be flexible and readily responsive -to a gain or loss of gold. Any 
development which increases the inflexibility of prices will there- 
fore make the successful functioning of the gold standard more 
difl&cult. A more complete examination of the manner in which 
the gold standard operates and the weaknesses which it exhibits 
will be made in Chapters XXXVIl, XXXVIII, and XLVII. 

The Gold Exchange Standard 

The principle of the gold exchange standard is a simple one. 
In its more formal types, it was designed to permit silver stand- 
ard countries to enjoy the advantage of having their currencies 
so tied to the mtemational gold standard as to provide fixed rates 
of exchange while retaining the traditional or customary silver 
currency for domestic use. Without some device for maintain- 
ing fixed exchange rates on gold standard countries, silver-usmg 
countries were in the awkwardrpbsition of seeing the value of 
their currencies.in terms of gold currencies fluctuate with the 
changes in the gold value of silyer bullion on the world’s bullion 
markets. 'I’his fluctuation was unimportant so long as interna- 
tional bimetallism, even on a limited scale, helped to maintain a 
fairly stable ratio -between the market value of the two metals. 
It became more acute during the last quarter of the nineteenth 
century, when silver began to drop sharply in value. A shift 
to a complete gold standard by such countries would have been 
both imdijy expensive and in conflict with the monetary hab^ 
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of the people. The gold exchange standard was the answer to 
the problem. 

The Philippine gold exchange standard. The prewar gold ex- 
change standard may best be understood by examining the sys- 
tem organized in the Philippine Islands in 1903.^^ Although it 
was not the first example of the use of the gold exchange stand- 
ard, the Phihppine system affords an especially good opportunity 
to observe such a standard imder well-defined, permanent rulesj 
since it was intentionally planned and set up in the light of de 
jacto systems working elsewhere. 

The gold peso, worth fifty cents in United Sta,tes currency, was 
made the standard unit of value by the Philippine Coinage Act 
of March 2, 1903. This standard gold peso was not coined, how- 
ever. Instead, silver pesos weighing 416 grains of nine-tenths 
fine silver were coined for use as the standard medium of ex- 
change for the Islands.^® At the time of the passage of the Act, 
the bullion value of the silver peso was $.377, an amount believed 
to be sufldciently below the redemption value of $.50 to insure 
against its being melted. A subsequent rise in the value of sil- 
ver, however, threatened, to make melting of the silver peso prof- 
itable, and the weight was reduced.“ For greater, convenience, 
the Philippine Treasury issued treasury certificates redeemable 
in silver pesos and backed by a treasury fund, part .of which was 
carried as deposits in American banks. These treasury certifi- 
cates make up about four fifths of the currency in circulation. 

To maintain the parity of the silver peso with the theoretical 
gold peso "($.60), the Philippine Government established the Gold 
StMidard Fund under the control of the Philippine Treasury. 
Ihis fund was divided into two parts. One part was held in 
Manila while the other was placed with a depositary in New 
York. The Insular Treasurer was required to sell drafts on the 
gold standard fund in New York at the rate of two pesos to one 
dollar, making a charge of % of one per cent for demand drafts 
and 1% per cent for telegraphic transfers. Later these charges 
were somewhat reduced. The New York depositary was re- 

1'' For a complete account of the Philippine gold exchange standard, see Fl. W. 
Kemmerer’s authoritatire work, Modern Currency Reforms,' New York; The 
Mafmillan Co., 1916, Chapters V-IX,, 

“The silver peso was slightly. l^er than the United States silver doUaor, 
which contains 412.5 grains of nine-tenths silver. 

i»Kemiherer, op. dt., p; 315. ’ Ei l905; the price of silver rose to point 
where melting of the pese became profitable. As a teinponay imeasore, tibe 
^ilvphie Coveramest prchibited'the mdtjz^ an#: export pf .^ver ootms. Si 
1^6, the coinage law was ebenged,i and the stiver pew were reeoiheil mta new 
standard pesos containing' 308.66 gkios of sthvr ei^##^dis ine. '•ibH., pp, 
354 and 359. 
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quired to sell drafts on the Philippine Treasury fund at the same 
rates. In 1935, the theoretical gold peso was abolished and the 
silver peso became redeemable in 50 cents American currency. 

Whenever the Insular Treasury received Philippine currency 
in exchange for the sale of drafts on the New York fund, such 
currency was retained in the Treasury to be put into circulation 
again only when exporters sold foreign biUs of exchange to the 
Treasury. An expansion in the value of Philippine exports re- 
sulted, therefore, in an increase in the volume of local currency in 
circulation. An expansion of imports, on the other hand, tended 
to reduce the volume of local currency in circulation. A shrink- 
age in the Manila fund, due to an excess of exports from the 
Philippines, resulted in a corresponding expansion in the New 
York fund. An excess of imports caused the Manila fund to ex- 
pand and the New York fund to shrink. When exports and im- 
ports were in balance, indicating that the price structure of the 
Philippines (rated in gold) was in equilibrium with the rest of 
the world, the Manila and New York funds remained undis- 
turbed. "^en exports became excessive, more pesos flowed out 
into the Philippine monetary system, tending to raise the level of 
internal prices and restore equilibrium. In case the Manila fund 
became exhausted, more silver could be bought out of the in- 
creased New York fund and coined into pesos. An excess of im- 
ports caused a decrease in the volume of currency, which in turn 
tended to reduce the Philippine price structure and restore equi- 
librium. 

So long as the Philippine price structure was flexible enough 
to permit the necessary readjustments to occur before the New 
York fund was exhausted, the gold exchange standard worked 
automatically. But the automatic nature of the Philippine gold 
exchange standard was lessened somewhat by the practice, begun, 
in 1911, of depositing part of the Manila fund in Manila banks 
and investing part of it in Philippine enterprises. To be sure, 
in so far as such deposited or invested funds consisted of the 
gradual accumulations from past profits of the fund, no objection 
could be raised to such use, provided the fund itself remained 
adequate in size to meet the needs. But it was objectionable for 
the Treasury to make such a use of pesos accumulated in Manila 
from an excess of imports, because such action prevented the re- 
duction in volume of domestic currency required to correct the 
price level and re-establish equilibrium.^ The only occasion on 

For the details pf this use of funds by the Philippine Treasury, see Kem- 
mereir, op, dt,, pp. S65-382. J. L. Laughlin, a severe critic of the quantity theory 
of money, criticized the view that control of the quantity of the domestic 
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which the gold exchange standard threatened to break down was 
between 1919 and 1921, when the Philippine Treasury was un- 
able to maiatain its gold balance in New York. As a result, New 
York exchange rose to a premium of 16 per cent. This difficulty 
was due to the failure of the treasury to withhold frona circula- 
tion the pesos which it received from those purchasing New York 
exchange.*^ 

The reduction in the gold content of the dollar in 1934 left the 
Philippine peso in a difficult position. A depressing effect upon 
the Philippine economy would have resulted if the old gold peso 
had been retained and the value of pesos in terms of dollars raised 
to correspond to the dollar’s devaluation. The gold peso was, 
therefore, legally abandoned, and the peso became redeemable 
only in $.50 worth of New York exchange. It thus formally be- 
came a doUacaexefeaafejja&eErthan a gold exchange standard.^ 

The Philippine gold exchange standard was patterned after 
that in use in India, although with important modifications. 
The Indian system well illustrates the gradual evolution of the 
now weU-understood process of maintaining a domestic token 
currency in some fixed relation to a foreign currency. 

I The Indian gold exchange standard. Before 1893, India used 
a monometaUio silver standard. The rapid fall in the value of 
alver in terms of gold caused the value of the silver rupee to de- 
cline in terms of the gold pound, to the embarrassment of both 
traders and the Indian Government. Because imported silver 
had but a small and belated effect on the Indian price level, In- 
dian exports were stimulated, imports were hampered, and the 
situation of English merehante exporting to India was made dif- 
ficult. Moreover, the steady appreciation of the pound in terms 
of rupees handicapped the Indian Government m meeting its 
foreign debts.“ To avoid the difficulties of the independent sil- 

currency is necessary for the proper operation of the Philippine system. He 
held that the gold, value of the peso is maintained by its redemption in gold 
rather than by withdrawing pesos from and injecting pesos into circulation. 
Cf. his Money, Credit, and Price, VoL I, p. 416. 

Hearings Before the Committee oh Banking and Currency, United States 
Senate, S3486, 'Thilippine Currency Reserves,” February 27 and March 6, 1936, 
Memorandum of Major General Frani: Mclnt 3 rre, Philippine Trade Com- 
missioner, March 4, 1936. 

22 X 1118 was accomplished by legal enactment, March 16, 1935, 

22 This whole problem was studied by a Royal Commission appointed for the 
purpose in 1886. Its report was made in 1888 and contains an elaborate factual 
and theoretical analysis of the decline in the value of silver. See The Monetary 
Problem of Gold and Silver, New York, Columbia University Press, edited by 
Ralph Robey and republished in 1936. Especially s^ pa^s 67-100 of this 
report. Also see Keynes, J. M.^ Indian Currency and Fmcmce, London, Macmillan 
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ver standard, the Indian mints were closed to the free coinage 
of silver in 1893.** 

Unlike the Philippine gold exchange system, the Indian system 
was the result of trial and error over a long period. Although the 
gold sovereign was made legal tender in 1899, attempts to intro- 
duce it into circulation failed. Instead the Indian currency was 
made up of small coins, silver rupees, and government issued' 
currency notes. The latter are now replaced by the notes of the 
Reserve Bank, which was organized in 1935. After 1898, the 
government at Calcutta sold sterling drafts in exchange for rupees 
at not less than 15^% 2 d. per rupee. Likewise, it sold rupee 
drafts in London at not over 16%d. per rupee. These prices were 
within the gold points and permitted settlements between India 
and the outside world without gold shipments. Thus, although 
there was no law authorizing it, a de facto gold exchange stand- 
ard was created by administrative order. But, owing to the ab- 
sence of any well-defined rules, no automatic contraction and 
expansion of Indian currency was provided to meet the needs of 
trade and debt balances. 

During the First World War, 1914^1918, the greatly increased 
demand for Indian exports forced up the price of rupee drafts, 
and •with them the price of silver required to coin additional 
rupees. The silver in the rupee rose in value to over 22d. The 
exchange value of the rupee was like'wise permitted to rise 'with 
the rising value of silver, and the rupee became again a free silver 
standard. After the depression of 1920 hit the world, Indian 
prices remained high and the rupee fell sharply in value to 15d. 
sterling and 12d. in gold. Since 1924, the exchange value of the 
rupee has been maintained at 18d.; and when England aban- 
doned the gold standard in 1931, the rupee became a sterling ex- 
change standard.*® 

Other examples of the prewar gold exchange standard. The 
Indian and Philippine currencies furnish the most important ex- 


Mid Co,, Ltd., 1^. For the view that the difficulty was caused by the rise 
in the valu^ of gold rather than by a depliue i^ the value of silver, see Barbour, 
Sir David, The Standard of Value, London, Alacinillan and Co., Ltd,, 1912, Chapter 

xin. 

^^Meport of the Royal Commi^Hon on Indian Currency and Finance, 1926, 
Vol. I, p. 1. It was intended at that tinae that gold should ultimately be adopted 
as the standard. This, however^ was postponed and was never actually ac- 
complished. 

2*Cf. I4ffmy and JBcm^g, 1936-19^, League of Nations, Vol. IE, “Com- 
n^ercial p. 91, for a discussion of the creation of the Beserve Bank,, 

which now cpntrpls the exchange value of the rupee, see Shirras, G. Findlay, 
'The ,B#s^e ^ India,” Eccmorfiic ffmmml, J'une, 1934. , 
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amples of the gold exchange standard, but other countries have 
made use of it also. For a limited time after 1904, Mexico used 
the gold exchange standard. It was adopted in Siam, in Indo- 
China, and in the British Straits Settlements. Both Russia and 
Austria-Hungary made use of the gold exchange standard at 
times to maintain the external value of their currencies.®* Nic- 
aragua maintained a gold exchange standard after 1913-1914, 
with balances carried in New York City.®^ 

Postwar gold exchange standards. Two serious problems 
confronted the countries which wished to return to the gold 
standard during the 1920’s. First, there was the question of what 
gold parity should be undertaken. Second, there was the prob- 
lem of accumulating a sufficient supply of gold to enable them 
to fulfill their promises of redemption of their currencies at the 
gold parity agreed upon. The first question was directly related 
to the whole problem of equilibrium exchange rates, which will 
be examined in a later chapter. A partial answer to the second 
question was sought by some countries in the adoption of a form 
of the gold exchange standard. 

The gold exchange standard has several advantages. Because 
it involves the use of some form of token money for circulation, 
gold need not be accumulated for that purpose. In this respect 
the gold exchange standard resembles the gold bullion standard. 
The resumption of gold sometimes required the borrowing of sub- 
stantial sums in the more powerful money centers of the world. 
To withdraw these borrowed funds so that they might be held 
as gold reserves of the borrowing countr/s banking system 
would deplete somewhat the gold reserves of the lending coun- 
tries. But if the proceeds of these loans were left on deposit in 
the banking system of the lender, the loan could be obtained on 
more favorable terms. Finally, reserve funds held abroad fre- 
quently earned interest, whether in the form of deposits in banks 
or in the form of investments in bankers’ acceptances and other 
liquid securities. An important feature of the postwar gold ex- 
change standards was the right of the central banks, in most in- 
stances, to redeem their notes in either gold or foreign exchange.®* 


2 ®Ke 3 nies, J. M., Indian Currency and Finance j pp.,24r-35; Kemmerer, Modem 
Currency Reforms, pp. 450-459; 524-539. 

Young, John Parke, Central American Currency and Finance, Princeton 
University Press, 1925, Chapters XIV and XV. 

In cases where central banks were given the option of redeeming notes in 
gold or foreign exchange, the system was not a pure gold exchange standard. 
The central banks of Danzig and Estcaiia were required to redeem their notes 
exclusively in foreign exchange. Mlynarski, F., The Functioning of the Gold 
Standard, 1931 (League of Nations), pp. S-9, 
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In satisfying legal reserve requirements, they were allowed to 
count funds held in gold standard countries. 

The practice of counting foreign funds as reserves against cen- 
tral bank liabilities was not unknown even before the First World 
War. For example, the central banks of Belgium, Bulgaria, Fin- 
land, Russia, and Italy were allowed to count in unlimited 
amounts foreign bank notes, balances deposited in foreign banks, 
and foreign acceptances as part of their required .metallic re- 
serves. In Greece, Portugal, and Sweden, balances deposited in 
foreign banks were counted as reserves. Limited use of deposits 
in foreign banks could be made in Austria-Hungary and Rumania 
in satisfaction of reserve requirements. Denmark, Norway, and 
Spain permitted limited use of foreign balances, bank notes, and 
acceptances as central bank reserves. Yet, in spite of these priv- 
ileges, these central banks were in general required to redeem 
their notes in gold coin.®® 

The growth in importance of the foreign exchange holdings of 
central banks may be seen in the fact that they were but $360,- 
000,000 in 1913 and had reached $2,133,000,000 in 1925. If gold 
held abroad by central banks be included, the total foreign-held 
central bank reserves amounted to $2,703,000,000. This was 41 
per cent of the total central bank reserves in the 32 countries for 
which foreign-held reserves were reported.*® 

The postwar development of the gold exchange standard was 
expected to aid materially in economizing gold. To be sure, ear- 
marking of gold abroad provided no double use of gold and there- 
fore no economy. But to count as central bank reserves funds 
deposited in foreign banks or invested in foreign money markets 
does afford some gold economy. In this connection, three pos- 
sibilities are presented. First, reserve funds may be deposited 
in foreign central banks. In this case, the amount of gold tied 
up in the depositary bank depends upon the legal or customary 
reserve ratios maintained by it against its deposits. Theoreti- 
cally, a dollar deposited in the Federal Reserve Bank of New 
York would require 25 cents in cash reserve, but in fact the re- 
serve bank normally carries reserves against deposits which are 
nearer 70 per cent than the 25 per cent required by law. In any 
event, less gold is tied up as reserve against the deposits of foreign 
central banks than would have been lost if the gold had been 
taken abroad and held in the vaults of the foreign bank. Second, 
foreign banks’ reserves may be deposited in big commercial banks. 

pp. 5-4. 

Mlynarski; op. dt., p. 8; League of Nation^ Memorandum on Currency and 
Central Banks, 1913-1926, Vol. I, p. 65. 
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Clearly, the economy in gold is considerably greater when sudh 
funds deposited in al^ew York City commercial b a nk than 
when they are deposited in the Federal Eeserve Bank of New 
York. For gold reserves behind member bank deposits are cor- 
respondingly smaller than those behind the deposits in the re- 
serve banks- Thus, if- minimum reserve requirements only are 
observed, the lawful money reserve in the reserve banks is less 
than 10 per jcent of the deposits of member banks in New York 
City. Third, if reserve funds of foreign central banks are in- 
vested in acceptances and other short-term securities found in the 
money markets of the depositary country, no gold reserves what- 
ever are involved. . . 

Objections to the jgold. exchange standard. One serious ob- 
jection to the double use made of gold reserves under the gold ex- 
change standard is the added obstruction which it places in the 
already rocky path of the automatic operation of the interna- 
tional gold standard. It will be recalled that one requirement 
for the success of the gold standard is the prompt readjustment 
of price structures to restore equilibrium in the balance of pay- 
ments whenever it is disturbed. The gold exchange standard re- 
duces considerably the forces which tend to bring about a neces- 
sary correction. Suppose, for example, that the country holding 
the deposited reserves of gold exchange standard countries should 
develop an adverse debt balance in favor of the latter countries. 
Gold will not be withdrawn from the depoatary country, but 
instead the amount of the adverse balance will be shifted from 
the deposits of private individuals to the reserve balances of the 
creditor countries. Little if any. restrictive effect will be. felt in 
the debtor country. The creditor countries, having larger re- 
serves, will tend to expand credit and prices. The correction in 
the balance of payments, therefore, must be slowed up because 
all of the compensating changes have to, be made in the credit and 
price structure of the creditor countries alone. This, of course, 
is hardly a valid criticism of the gold exchange standard when 
used by a few small countries. Even under the full gold stand- 
ard, small coim tries must make most of the pri<» adjustments 
required to piaintain equilibrium in the balance of payments. 
But it is important when tjie gold exchange standard is adopted 
by a number of large countries. 

A ^cond serious objection to any widespread use of the gold 
exchange standard is the encouragement which it gives to the 
accumulation of foreign-owned short-term funds and deposits in 
the financial centers which act as depositaries^. TJie existence 
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of these funds exposes the monetary and banking systems of the 
depositary countries to the hazard of entirely unpredictable gold 
drains. Any loss of confidence in the safety of foreign-held re- 
serves will precipitate their withdrawal. The experiences of 
1931-1932, when different money markets of the world were in 
turn subject to extremely heavy pressure of this sort, give abun- 
dant proof of the damaging nature of such withdrawals. It 
was just such a movement that forced England to abandon the 
gold standard in September, 1931, and it was only by virtue of 
its very large gold reserves that the United States was able to 
withstand similar pressure in 1932. Of course, it must not be 
takefi for granted that the whole blame for the existence of highly 
dangerous short-term balances rests upon the gold exchange 
standard. Speculation in foreign exchange and the search for 
security from currency depreciation caused the appearance of a 
large volume of such funds. 

A third objection to the gold exchange standard is the danger 
that a suspension of gold payments by the country in which re- 
serve balances are deposited might cause serious losses to the 
foreign central banks owning such deposits. This risk is well 
illustrated by the sharp losses suffered by the Bank of France on 
its London balances when England suspended gold payments in 
1931. Experiences since 1929 will increase the reluctance of 
central banks to carry reserves in the form of deposits infforeign 
banks.®^ 

Central banks and the gold exchange standard. The postwar 
gold exchange standard differed from the Philippine type in one 
important detail. The Philippine system w^ designed to oper- 
ate automatically; the postwar types were merely adjuncts of 
the central banks and were under their control and management. 
A favorable balance of payments, while adding to the reserves 
of the central bank, did not necessarily increase the size of the 
commercial banks’ reseiyes if the central bank saw fit to reduce 
its loans at the same time. Similarly, an adverse balance of pay- 
ments and a loss of reserves by the central bank was not neces- 
sarily reflected in a loss of commercial bank reserves. In this 
respect, there is no difference between practices under the gold 
exchange standard and those under the gold standard itself. 
Needless to say, under either system, intelligent central bank 
politgr ,18 needed- 

a discussioo ^ tbe good and bad features of the gold exchange standard, 
^ee tlie I/eague ©f Nations, Elected D&auMenis Svhmitted ta the Gold Delegation, 
X93b, ^^Eefonn @f the Gold Jhsdhi^tge Standard,” by Dr, Feliks Mlynarski. 



MONETAEY STANDARDS 


Paper money exchange standards. When England aban- 
doned the gold standard in i931, a number of other countries hav- 
ing close commercial ties with her took similar action. Because 
of their trade relations with England, they soon found it advan- 
tageous to maintain a fairly fixed exchange ratio between their 
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Chart 1. Deviation of Exchange Rates Away from Gold Parities op 
1929 OF Representative Sterling-Area Countries. 1929 Gold Parity = 100. 
Source: League of Nations, Monetary Beview, T937, pp. 112-113, 
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own currencies and the pound sterling. They elected, therefore, 
to tie their currencies to the depreciated paper pound rather than 
to try to cling to the gold standard. The central banks of these 
countries maintained reserves in the form of London balances. 
The procedure was almost identical with that under the postwar 
gold exchange standard, except that their currency was main- 
tained at a fixed relation with and was convertible into paper 
pounds instead of a gold standard currency. Further, unlike the 
gold exchange standard, the parities maintained with sterling 
were not rigidly fixed but were allowed to shift somewhat as na- 
tional interest seemed to dictate. England plus the countries 
which tied their currencies to the poxmd were popularly known 
as the “sterling bloc” or the “sterling area.” Chart 1 shows the 
relation of the currencies of these countries to the pound. It 
clearly shows that the tie-up with sterling was at best a loose 
one. In general, countries not under British control allowed 
their currencies to depreciate somewhat more than did the pound 
before beginning their stabilizing efforts. Moreover, if it later 
seemed desirable, still further depreciation was permitted.®* 

Managed Paper Standards 

Many unkind things have been said about inconvertihle paper 
currency. This is hardly surprising when we remember the cir- 
cumstances surrounding most of the world’s experiences wfith 
such standards. One need only recall the French assignats, the 
Continental currency of our own Revolutionary War, the Civil 
War greenbacks, and the postwar German marks to understand 
the skeptical attitude toward paper money. To the average per- 
son, it is synonymous with rmcontroUed and uncontrollable price 
inflation, with all its connotations. But to no small degree this 
unsavory reputation is the result of an association with difficult 
and troublous times. In a world wedded to the ideal of a gold 
or other metallic standard, inconvertible paper has been used 
only as a last resort when economic and political circumstances 
were so distorted as to make adherence to metallic standards 
untenable. Thus, inconvertible paper money has inherited a 
reputation in economic thinking which is by no means entirely 
deserved. The experience of England and the sterling-area 


more detailed information as to the actual rates of exchange between 
the pound and, other sterling-area currencies, see the League of Nations, Monetary 
Review, 19$6-37, 1937, pp. 19-22. Thirteen countries were listed as being in the 
sterling area. They were: Sweden, Finland, Denmark, Norway, New Zealand, 
Portugal, Japan, South Africa, Siam, India, Australia, Estonia, and Argentina. 
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countries after 1931 must have dispelled a great deal of suspicion 
formerly held by eonservative persons. 

Today as never before, statesmen and economists are seriously 
pondering the possibilities of providing their individual countries 
with a money mechanism more satisfactory than gold. Many 
have come to believe that inconvertible paper under normal cir- 
cumstances and intelligent control might provide greater stability 
of prices and business activity than is provided by gold, which at 
best is only a fair-weather standard. 

The advantages of pure paper standards. The primary ad- 
vantage claimed for the pure paper standard is its susceptibility 
to management. Management of the gold standard is limited 
by the necessity of keeping the price level in its proper relation 
to prices in the rest of the world. No such limitation applies to 
the attempts to manage pure paper currency, for equilibrium in 
trade relations with foreign countries is achieved simply by al- 
lowing the exchange rates to change appropriately. With a pure 
paper currency, therefore, the monetary authority might pursue 
a policy of price stabilization or control best calculated to pro- 
mote business stability. Outside price movements, both cyclical 
and secular, might then be completely disregarded. Further, the 
use of a pure paper currency frees the country from the distress- 
ing deflationary effects of heavy gold drains which become cu- 
mulative in times of severe world-wide depressions. 

Objectioas to pure paper currency. The most serious objec- 
tion to the use of managed paper currency is the certainty that 
it would lead to exchange instability whenever external prices 
moved more than domestic managed prices were permitted to 
move. Exchange instability is a serious defect. It invites spec- 
ulation and therefore requires exchange conkols to counteract 
Ihe speculator who would otherwise magnify 'the normal fluetua- 
tiorm. It embarrasses foreign traders, Fitidly, it inter- 
national lending so hazardous that the volume of long-term capi- 
tal e:ports would probably be at a minimum. Along with the 
positive weaknesses of the pure paper standards, one must not 
neglect the fact that many of the advantages claimed for man- 
aged paper currency, are not at all certain of realization. It is by 
no means certain that either our instruments of monetary control 
or our standards of monetary poUcy wiU prove successful. 

Enough has been said here to indicate something of the prob- 
lems which attend the use of pure paper currency. These prob- 
lems will be examined more fully in Chapters XXXIX and 
XLVII. 
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THE BANKER’S PLACE IN ECONOMIC 
SOCIETY 

W E HAVE already learned something of the importance of 
bank credit or “bank money” in the modern monetary sys- 
tem. Most of our supply of “effective money” in common use 
by the general public takes the form of bank notes and bank de- 
posits. It is necessary, therefore, that we now make a careful 
examination of the mechanism, the operations, and the principles 
of banking. This will provide the background needed for the 
later analysis of the theory of money and prices and an explora- 
tion of modern monetary problems. 

Banks as financial institutions. An approach to the subject 
of banking may be made most easily by examining the larger gen- 
eral field of financial institutions to which banking belongs. A 
financial institution may be defined as an organization through 
which funds in the form of money or claims to money are as- 
sembled and transferred frpm those individuals and firms having 
a surplus of economic, gbpdk (^. represepfed, by such funds) to 
pther individuals and firms whose needs for funds exceed their 
existing supply, . . ' ' 

Economic . desirability of financial institutions. It is easy to 
understand why financial institutions have become so essential a; 
part of modem economic life when one considers that specializa- 
tipp and cop:ipetitipn have tended to place in control young and 
eiaprgetie individuals, equipped with the necessary talents but 
lac^g ifisC required cppitd. Any means of transferring capital 
the hand?, pfi its o^ers to the eager hands of the business- 
inai^ to bp looked upon with favor by both the lender 

ap^ jfie l?o^Q'^er. .Npt only are the immediate parties benefited 
b^ institutions, but also the welfare of 

e^^pcamp s^iety ^ a whole is propaoted. If thp process of as- 
^mblSg and fOTistrWimg capital funds is wisely carried out, 
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the result is a more effective distribution of capital funds and 
capital goods than would otherwise be possible. 

Types of financial institutions. The stock market, using the 
term in its widest sense, is one important type of financial insti- 
tution. Through its operations, funds of speculators and in- 
vestors are put into the hands of corporations whose stock is be- 
ing offered for sale. It facilitates the exchange of funds intended 
for permanent investment for certificates of stock representing 
ownership. 

Investment bankers, bond houses, security companies, and un- 
derwriting syndicates act as intermediaries between persons need- 
ing capital fimds and the investors. By purchasing securities 
with funds at their command, the investment bankers are able 
to seek out potential investors and induce them in turn to pur- 
chase securities. Somewhat akin to the activities of investment 
bankers are those of the different varieties of investment trusts, 
which issue their obligations to investors and use the proceeds 
for the purchase of securities. The trust departments of banks 
and trust companies also perform the functions of financial 
middlemen. Life insurance companies, accumulating reserves 
through their use of straight-line premium payments and endow- 
ment policies, constitute another special form of financial insti- 
tution. BiU brokers and commercial paper houses, although less 
in the public eye, are also important cogs in the financial ma- 
chinery. 

It is with those institutions commonly called banks that we are 
primarily coficemed here. Banks might logically be divided into 
two classes — savings and commercial: savings banks proper, to 
receive only deposits which are not subject to check, and com- 
mercial banks, to accept demand deposits. In practice such a 
division cannot be made, since the savings and commercial bank- 
ing functions are frequently, if not normally, carried on by the 
same bank. These two functions, however, are suflSeiently dif- 
ferent to warrant separate consideration. . 

Savings banks. The savings bank presumably gathers in the 
thrift accounts or the “rainy-day” savings of the poor and middle 
classes, promises to return the money deposited on due notice 
(normally waived), and invests the funds in conservative securi- 
ties, mortgage loaps, dr oilier earning assets. The depositor 
benefits by receiving interest on his funds, by the security derived 
from the expert diversification of investments provided by the 
bank, and by the protection arising froin the 't)ank's capital, sur- 
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plus, and undivided profits (or surplus, if it is a mutual savings 
bank). In case of loss on the bank’s investments, the bank’s 
capital and surplus act as a guaranty against loss for the deposi- 
tor. The savings bank furnishes the small saver with a service 
which is not available to him through any other financial insti- 
tution. 

The commercial bank. In contrast to the savings bank, which 
holds thrift accounts and time deposits intended for more or less 
permanent investment, the commercial bank acquires the short- 
time, temporary surpluses of individuals and business houses. 
A person may deposit his salary check and draw on the account 
so established during the interval before he receives additional 
income. The business house, because of the failure of income to 
synchronize perfectly with outgo, will normally carry some sur- 
plus funds on deposit with the bank. This surplus will some- 
times be great and sometimes small. At times of heavy expendi- 
ture it may disappear altogether, and the depositor will be forced 
to borrow. 

A commercial bank with only one demand depositor would be 
unable to make any loans because of the uncertainty as to when 
the depositor would demand payment. However, a bank with 
a thousand depositors can rely upon the law of averages to come 
to its assistance. Although it is difficult, if not impossible, to 
predict the behavior of any one depositor, it is possible through 
experience to determine the probable aggregate behavior of a 
large niunber of depositors, some of whom are drawing out their 
funds while others are building up theirs. If allowance is made 
for the seasonal bias (if any) of a group of depositors, the banker 
can tell within reasonable Ihnits what proportion of his total 
deposits will normally remain imtouched by the day-to-day wiih- 
drawals and deposits of his customers. Since this is so, the 
banker is able to lend on short time and good security a given 
proportion of his deposits without facing any shortage of funds 
for meeting customers’ demands. 

it follows, therefore, that the commercial banker is able to act 
as an intermediary between the owners of short-time surplus 
funds and would-be borrowers. Without the intervention of the 
commercial bank, an individual would find it difficult to lend 
short-time surplus funds, both because of the uncertainty as to 
the amount that can be spared for any given time and because 
of the difficulty of appraising the credit standing of the borrower. 

'The commercial bank thus serves the depoators, the borrow- 
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era, and itself. The depositors gain by getting a free service ^ 
in the custodianship of their funds, plus the added service of an 
active checking account. In the past, the more valuable demand 
deposits received a small interest payment, although this prac- 
tice is now prohibited by law for all insured and Federal reserve 
member banks. The borrower gains by having available an in- 
stitution capable of evaluating his needs and his prospects and 
willing to advance him funds. The bank itself profits by fur- 
nidiiag a service to both the borrower and depositor, and may 
therefore pay dividends to its stockholders as a result of wise 
and successful operations. 

Economic function of commercial banks. Commercial banks 
are of definite advantage to their depositors. They protect de- 
positors’ funds from loss and theft and furnish the means for con- 
venient and safe transfer of funds through the use of checks. 
Demand deposits are quite superior to actual cash, a fact which 
makes them universally acceptable among persons who can af- 
ford them and which enables banks to maintain a volume of de- 
posits several times as large as the volume of their cash reserves. 
The commercial bank with unused reserves is thus able to grant 
loans to borrowers in the form of demand deposits, which can be 
spent like cash. Thus, not only do the commercial banks serve 
tie depositors, but they also afford the borrowers a convenient 
and economical way of acquiring short-term capital funds. 

Granting, then, that commercial banks serve both depositors 
and borrowers, do they actually contribute anything to the gen- 
eral economic welfare? Are they of any genuine economic serv- 
ice? llie fundamental economic services of commercial banks 
may be divided into two main classifications. The first is the 
convenient and economical method of payment which they make 
available through their efficient system of clearing and collecting 
checks. Demand deposits are thus transferred from one owner 
to another and furnish one of the most important t3q)es of cur- 
rency. The economic world is, of course, interested in the sound- 
ness of bank deposits and the effective manner in which they are 
interchanged. Not only is the soundness, and hence the accept- 
ability, of demand deposits yitaUy impOTtant, but also their 
quantity holds great interest, since the quantity of effective 
mcmey in the country changes mainly as does the quantity of 
demand deposits. 

' i 'IliM « strictly coireot, since depositors filing to carry Jja^ces 

lid compensate the bank for its trouble may be compelled to pay a '^service 
charge.” 
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A second service rendered by commercial banks has reference 
to their effect on the volume and distribution of actual capital. 
The volume of capital goods in an economic community is af- 
fected by the financial institutions which are available. Thus 
the investment banker and the savings bank may be said to pro- 
mote capital accumulation by providing a convenient channel 
through which savings may be intelligently and profitably in- 
vested. Likewise the commercial banks affect the volume of 
capital accumulations. They differ from savings and investment 
banks, however, in that the latter are instruments for the accu- 
mulation of voluntary savings, while the commercial banks pro- 
mote forced or involuntary saving. 

If we view the commercial banking system as a whole, we find 
not only that loans are dependent upon the volume, of deposits, 
as in the case of individual banks, but that deposits, in the main, 
are the result of loans. From the standpoint of all the- banks, 
new additional loans merely result in. new demand deposits, first 
in the hands of the borrowers and later in the hands of those from 
whom the borrowers have purchased goods and services. The 
borrowers who are making new loans at commercial banks, at 
the time when such loans and deposits are increasing, are in need 
of capital. At whose expense, we may ask, is this capital ob- 
tained? The banks have put new purchasing power (demand 
deposits) into the borrowers’ hands. The borrowers are thereby 
enabled to. bid up the price of goods. To the extent that con- 
sumers must restrict consumption because of the higher prices, 
the expansion of loans and deposits results in capital accumula- 
tion. We may say, .therefore, that tiie volume of capital goods 
represented by the bulk of commercial bank loans has resulted 
from the forced saving process, which has, both advantages and 
disadvantages. . The mahi advantage lies in the fact that it in- 
creases the ease with which new capital may be captured and 
transferred to busine^ enterprises in a rapidly growing economy. 

Two possibilities exist in this connection. If the expansion 
of bank loans and deports occurs at a time when the productive 
facilities of the capital goods industries are not fully occupied, 
the spending of the newly created money will result in an in- 
crease in the total flow of capital goods. This added supply of 
capital results from the use of what was previously idle time. 
No one, therefore, is compelled to restrict his consumption in 
cffder that the supply of capital may be increased. Those per- 
scais and. business firms which ultimately absorb the increased 
supply of money into their cash balances are, however, refrain- 
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ing from spending, and in a sense may be said to have contributed 
the capital saved. Whether or not it is appropriate to consider 
this “forced saving” is perhaps debatable. On the other hand, 
in case the expansion in bank credit occurs at a time when pro- 
ductive facilities, including labor, are fully employed, the spend- 
ing of the new money can only raise prices. To the extent that 
consumers must restrict their consumption because of the higher 
prices, the expansion of bank credit leads to the accumulation 
of capital through the forced saving process. That part of the 
supply of capital goods represented by bank loans and invest- 
ments made during periods of business boom have resulted 
largely from this forced saving process. 

The disadvantages lie in the errors and the disequilibria likely 
to arise as a result of the very ease with which capital can be 
accumulated by forced saving, as well as in the dangerous infla- 
tionary restilts which are its necessary accompaniment. 

The effective distribution of existing capital is accomplidied 
by commercial banks in two ways. First, the banker, in self- 
protection, must seek to make his loans to the best borrowers, 
who are, of course, those who offer the best rates of interest com- 
patible with good security, and who are therefore persons or firms 
in a position to utilize borrowed funds most profitably and effec- 
tively. Thus, the banker is instrumental in getting capital into 
good hands. In this respect, however, the commercial banker is 
in a position no different from that of the savings banker. But 
in another respect his function is different. A very large part 
of the loans of commercial banks are intended to care for the 
short-time capital needs of business. Quite irrespective of 
changes in the total volume of commercial bank loans and de- 
posits, the loanable funds are shifted from one borrower to an- 
other as needs arise. It is apparent that this is of immediate 
advantage to businessmen, who are thereby enabled to, operate 
with a smaller volume of capital funds, either owned or borrowed 
at long term, since they can borrow short-term funds to care for 
seasonal and irregular needs. Thus, the commercial bank may 
be said to economize in. the use of capital funds by enabling busi- 
nessmen to dovetail their short-term capital needs. It does not 
necessarily follow, however, that this saving to the businessmen is 
advantageous to the economic system as a whole. To prove the 
epstence of any general economy, it must be demonstrated 
either: (1) that the opportunity for short-term loans reduces 
the volume of idle capital goods; or (2) tibat it increases the 
ejfficiencg^ in the distribution of capital funds and goods. At first 
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glance it appears that the reduction in the volume of capital re- 
quired by businessmen must bring a reduction in idle capital 
goods. But idle cash capital is not the same thing as idle capital 
goods. If businessmen were unable to obtain short-term loans, 
but instead carried more idle cash in off-season periods, they 
would still release short-term capital to others by restraining 
their purchases at times when others were in need. The liquid 
capital goods supply would still be mobile and free to change its 
direction at the summons of new buyers who had previously 
been holding off the market. We must, therefore, look elsewhere 
for the special advantage arising from commercial banks. 

The peculiar service performed by the commercial bank arises 
from its power to introduce flexibility into the capital equipment 
of businessmen. It is a well-known fact that the economic sys- 
tem is in a constant state of flux. Demand for the products of 
different Arms and industries is continuously varying, both with 
seasonal changes, which are partially predictable, and with the 
quite unpredictable changes in agricultural output, styles, popular 
tastes, and costs of production. In order for these changing 
demands to be met, capital funds must'be shifted from industries 
with declining demand to those with an increasing denmd. 
Such shifts, if predictable, might take place easily without resort 
to short-term loans. But even seasonal changes can by no means 
be accurately forecast. Variations in crops, temperatures, and 
length of seasons make for changing and uncertain seasonal re- 
quirements, while variations arising from the dsmamic, growing 
nature of economic life introduce a large unpredictable element 
into the capital requirements of individual firms. 

Let us examine the situation which would arise m the face of 
these unpredictable changes in capital needs in a society not pro- 
vided with short-term loan facilities, l^t us assume that there 
has been a decline in the demand for the services of fruit canners, 
owmg to a fruit shortage, and an increase in the demand for the 
services of dealers in and processors of grain, arising from a large 
grain crop. Under these circumstances, the canners will reduce 
their scale of operations, and in so doing increase their hoards 
of cash capital. With no access to short-term loans, the grain 
dealers and processors would be confronted with the task of ex- 
panding their purchases of grain, labor, and supplies within a 
short period of time, with only the cash capital which they esti- 
mated as sufficient for an ordinary and smaller supply. (We 
may properly assume that they would not be able to increase 
their cash capital to meet the emergency by borrowing in the 
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long-term capital market.) The results could only be a dis- 
astrous depression of the market price of grain owing to causes 
quite remotq from the long-run effects of consumers’ demand. 
In addition to the effect on grain prices and market, the lack of 
a short-term loan market has its depressing effects arising from 
the fruit canners’ position of increased cash hoarding. This 
hoarding withholds from the pockets of ordinary consumers’ 
cash funds which normally would be spent. The reduction in 
consumers’ incomes would reduce by that amount the monetary 
demand for consumers’ goods. 

On the other hand, if commercial banks have loaned to the 
canners, the slump in canning will permit the canners to reduce 
their borrowings at the banks, which in turn can advance funds 
to the grain interests. As a result, there will be much less effect 
on the volume of funds in consumers’ hands (since reduced spend- 
ing by canners is offset by increases in the grain miarket) . Short- 
term loans are essential to an easy, smooth adjustment to meet 
the assumed conditions. The same argument holds in respect 
to the development of any industry at the expense of another, an 
everyday occurrence in a dynamic society. Here, too, the short- 
term loan market permits one industry to relinquish part of its 
capital and another to gain it with a minimum of disturbance. 
Even when a growing industry needs capital from the long-term 
market, the short-term loans of the commercial banks (whether 
or not they result in forced saving) hasten the process by ad- 
vancing funds to security underwriters and others in the security 
market. 



Chapter V 

THE NATUEE OF A BANK 

N ot only do banks act as channels through which fuirds 
flow from depositors to borrowers, but they also guarantee 
that the depositors’ funds will not be lost. In order to accom- 
plish this, it is necessary that a bank possess capital assets of its 
own out of which it can make up losses that may occur through 
the default of borrowers. This capital constitutes the owners’ 
equity or investment in the bank. 

T 3 q)e of organization. Two types of business organizations 
are found among banks. In the first and more common tsqje, 
the organizers of a bank obtain either a Federal or a state charter 
by conforming with the requirements of the general incorpora- 
tion laws regulating the organization of banks. In the second 
type of organization, the organizers operate a private, uninr 
corpor^ited bank. The advantage of the latter type of bank has 
frequently been: (1) ease and simplicity of organization; (2) 
freedom from the capital requirements placed upon incorporated 
banks; and (3) freedom from supervision and regulation. Al- 
though there have been many exceptions, unregulated private 
banking has, by and large, proved unfortunate to the depositors 
and to the public, so that sdnie' measure of control has generally 
been set up. Such regulation varies from complete prohibition 
of any private bknks to supervision over the private banking 
practices. The Banking Act of 1935 provides that no concern 
other than a regularly supervised bank may accept any deposits 
except those from its own employees unless it submits to an ex- 
amination by the banking authority of the state, territory, or dis- 
tf i|ct in which it Operates, and unless it publishes periodic reports. 

' Incorporation of banks not onlj^ benefits the public by sub- 
jecting bknks to more strict regulation, but is also of obvious ad- 
vantage in raising the nece^ary volume of capital. The or- 
of banks , have a choice between state and Federal 
chkrteis; Batiks Organized under the banking laws of a state 
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are called “state banks,” while those organized under the Federal 
laws are called “national banks.” The type of charter which is 
preferred depends somewhat upon the kind of banking in which 
the organizers expect to engage. For example, if a nonstock 
mutual savings bank is to be organized, it must be done under 
state laws. Also, if a bank wishes to engage extensively in lend- 
ing on real estate security, the opportunities are frequently 
greater under state than under Federal law. Likewise, capital 
requirements are sometimes less rigid under state than Federal 
law, and the supervision of state banks has frequently been less 
strict. 

Bank stock. Before 1933 the owners’ capital -in banks was 
obtained exclusively by the sale of common stock. Such stock 
was subject to double liability in the ease of national banks, a 
provision generally applicable to state banks as well. This 
meant that in case of failure the stockholders might be assessed 
an amount equal to the par value of their stock to help reimburse 
the depositors. Further, banking laws generally provide that m 
case a bank suffers losses great enough to reduce the stockholders’ 
equity below the par value of the capital stock, the stockholders 
must pay in an amount sufiB-cient to replace the deficiency. The 
double liability provision has not proved to be of any great bene- 
fit to depositors of closed banks. When occasion arose, therefore, 
in 1933, requiring the sale of a large amount of capital stock to 
rehabilitate banks which were in trouble, it seemed advisable to 
abolish double liability in order to enhance the attractiveness of 
the new stock issues. Consequently the Emergency Banking 
Act of 1933 provided that new stock sold by national banks 
should be free from double liability. In 1935 the national bank- 
ing law was amended further to enable national banks to termi- 
nate double liability on all stock on July 1, 1937 or later, after 
publication of six months’ notice. The double liability require- 
ment on state bank stock is written into the constitutions of 
many states, and its removal, consequently, must wait upon 
constitution^ amendment. To reduce this disadvantage of state 
banks. Congress, on May 25, 1938, amended Section 12B of the 
Federal Reserve Act to permit the Federal Deposit Insurance 
Corporation to waive any claim which it might have for double 
liability against the stockholders of failed state banks where 
double liability hi^ not already been abolished. 

The emergency of 1933 required more additions of capital to 
those banks, reopening after the banking holiday than could 
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readily be obtained by the sale of common stock to the general 
public. Consequently national banks were empowered to issue 
nonassessable preferred stock, -free from double liability, for sale 
to the Reconstruction Finance Corporation. State banks also 
sold preferred stock where permitted by law or sold capital notes 
and debentures to the RFC. 

Another means of increasing the capital funds of banks is pro- 
vided in laws requiring the accumulation of a surplus which rep- 
resents additional contributions of stockholders. The national 
banking laws were amended in 1935 to require that any newly 
organized national bank must have a paid-in surplus equal to 
20 per cent of its capital before it may commence business.^ 
Further, a national bank must devote not less than one tenth of 
its net profits to surplus until the latter is equal to the common 
stock. 


The Bank Statement 

It may almost be said that a bank is a bookkeeping institution 
which shifts paper claims about among various individuals or 
business houses. It receives, as deposits, claims against other 
banks. It makes loans through mere book entries. The num- 
ber of employees engaged in keeping the accounts and signing 
orders may exceed the number engaged in handling various forms 
of money. Consequently, an understanding of a bank’s opera^ 
tions may perhaps best be derived by beginning with an analysis 
of the results of these bookkeeping activities in the form of a 
statement of the bank’s resources and liabilities. Such a state- 
ment gives a cross-section view of the bank’s affairs as they exist 
at the time the statement is drawn up and thus affords the stu- 
dent of banking a glimpse of the banking function. 

Bank statements, as such, are common enough to excite little 
interest in the mind of the man in the street. Published state- 
ments of national banks appear regularly in the home-town news- 
papers at the date when the Comptroller of ithe Currency calls 
for reports. These reports must be made at least three times a 
year or oftener, as the Comptroller may require. Similar reports 
appear for the state banks. In spite of the relative frequency 
of these published reports, they are usually of slight value to 
bank customers who are anxious to learn something of the affairs 


does not apply to .^%te iDanks whicli are being converted into national 

banks. 
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of the bank \»ith -which they deal. This is true for several rea^ 
sons. First, the average person is not conversant enough with 
banks and banking affairs to understand the significance of the 
items appemng in the published report. Moreover, many banks 
combine the items making up their resources and liabilities in 
such a way that even an expert -would be unable to discover the 
real position of the bank. Finally, the reality of the picture of 
the bank’s affairs given by the bank statement depends upon the 
accuracy of the accountant’s estimate of the value of the bank’s 
resources and the completeness of his enumeration of its liabili- 
ties. Banks sometimes operate for a number of years without 
writing off their losses. When this happens, the resources of the 
bank appear larger than they actually are, and the bank may 
retain the confidence of the public even when the real conditions 
do not justify it. Some conservative bankers conceal certain 
assets such as real property owmed by the bank. Some years 
ago, a prominent Chicago bank evaluated its bank building, con- 
taining much' valuable oflS.ce space and located at an important 
corner of the Loop, at the sum of one dollar. 

Although the bank statement may often reveal less of the true 
condition of the bank publishing it than one might desire, it is 
nevertheless a valuable device for giving an idea of the manner 
in which banks operate. The following bank statement illus- 
•trates the usual form of published statement, which gives the 
outsider little due to the details but states its facts in broadest 
outline: 

HEPOBT OF THE CONDITION OF CONTINENTAL ILLINOIS 
NATIONAL BANK AND. TEUST COMPANY 

Statement of Condition, June 30, 1941 


Resources: 

Cash and Due from Banks — , $ 613,604,317B2 

United States Government Obligations, 

Direct and Fully Guaranteed — . . 794,435,700.00 

. Other Bonds and Securities 66,330,801.06 

Loans and Discounts 1 248,168,150.26 

Stock in Federal Reserve Bank * — r 2,7010,0001)0 

Customers' Liability c(n Acceptances 559,672S3 

Income Accrued but Not Collected 2,660, |S2R5 

Banking House • 12,150,000.00 

Real Estate Owned Other Than Banking House 2,315,500.67 


$ 1 , 74 ^ 924 ,^ 5.09 
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REPORT OF THE CONDITION OF CONTINENTAL ILLINOIS 
NATIONAL BANK AND TRUST COMPANY: {Cont) 


Idahilities : 

Deposits $1,609,637,608.67 

Acceptances 613,189.50 

Reserve for Taxes, Interest, and Expenses 5,014,513.35 

Reserve for Contingencies 17,359,273.31 

Income Collected but Not Earned 395,403.90 

Common Stock 50,000,000.00 

Surplus 40,000,000.00 

Undivided Profits 19,904,536.20 


$1,742 ,924,5 25.00 


United States Government obligations and other securities carried 
at $173,228,329.29 are pledged to secure public and trust deposits and 
for other purposes as required or permitted by law. 

The detailed statement. The statement below, published by 
the Federal Deposit Insurance Corporation, gives more details of 
the operations of banks. Such detailed statements as these are 
not published for individual banks. 

SUMMARY OP ASSETS AND LIABILITIES OF OPERATING 
INSURED COMMERCIAL BANKS, DECEMBER 31, 1940, 
UNITED STATES AND POSSESSIONS 

(Amounts in thousands of dollars) 


Number of banks 13,438 

Assets 

Cash, balances with other banks, and cash items in process o£ 
collection: 

Currency and coin $ 1,235,272 

Reserve with Federal Reserve banks 13,991,735 

Other balances with bauks 8,216,151 

Cash items in process of collection ’ 2,847^22 


Total cash, balances, with other, banks, and cash items in 
process of collection $26,290,475 

Securities: 

' Direct obligations of the United States Government $13,344,441 

Obligations guaranteed by the United States Government 3,719,465 

Obligations of Government corporations and agencies, not guar- 
anteed by the United States Government 528,474 

Obligations of States and political subdivisions 3,608,290 

Other securities 2,962,655 

Total securities 24,163,328 


Loans, discounts, and overdrafts (including rediscounts) $18,397,775 


Total loans and securities $42,561,105 
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SUMMARY OF ASSETS AND LIABILITIES OF OPERATING 
INSURED COMMERCIAL BANKS, DECEMBER 31, 1940, 
UNITED STATES AND POSSESSIONS: (ConL) 


Miscellaneous assets: 

Bank premises owned, furniture and fixtures $1,071,420 

Real estate owned other than bank premises 339,567 

Investments and other assets indirectly representing bank prem- 
ises or other real estate ' 123,168 

Customers’ liability to reporting banks on acceptances out- 
standing 83,640 

Other miscellaneous assets ^50,649 

Total miscellaneous assets 1,868,444 


Total assets $70,720,025 


Liabilities 


Deposits: 

Individuals, partnerships, and corporations: 

Demand $32,400,651 

Time 15,002,262 

States and political subdivisions 3,820,675 

United States Government 666,357 

Postal savings 69,110 

Other banks 10,539,096 

Certified and officers’ checks, cash letters of credit and travelers^ 
checks outstanding, etc . 971,452 


Total deposits $63,469,603 

Demand 

Time ....T il6,753fil9 

Miscellaneous lialfilities; 

Bills payable, rediscounts, and other liabilities for borrowed 

money $ 11,481 

Acceptances executed by or for account of reporting banks and 

outstanding 98,056 

Dividends declared but not yet payable 41,863 

Other miscellaneous liabilities 425,569 

Total miscellaneous liabilities 576,969 


Total liabilities (excluding capital accounts) $64,046,572 


Capital Accjounts 


Capital accounts: 

Capital stock, notes, and debentures $ 2,872,070 

Surplus 2,563,293 

Un^vided profits 838,132 

Reserves for contingencies 336,776 

All other capital accounts 63,182 


Total capital accounts $6,673,453 


Total liabilities and capital accounts $70,720,025 
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Definition of bank assets. Although some of the entries ap- 
pearing in this statement need no explanation, others deserve 
some special attention in order that their meanmg may be under- 
stood. 

1. Currency and coin represents the till money carried by 

banks to meet customers’ cash needs. « 

2. Reserves with the Federal reserve hank represents mainly 
deposits of member banks with the reserve banks and constitute 
the reserves which satisfy the legal requirements for member 
banks. Nonmember banks sometimes carry “clearing balances” 
with the Federal reserve banks, but the practice is infrequent and 
the balances of this type are unimportant. 

3. Other balances with banks comprise the working balances 
carried by banks with each other. Such “Bankers’ Balances” or 
“Due from Banks” items are carried as deposits with city cor- 
respondents. These balances furnish convenient means for facil- 
itating the collection of checks drawn on banks in distant areas. 
The banks holding these reserve balances often* undertake to 
collect checks drawn on banks in their districts and credit the 
amounts realized to the depositing bank’s account. Likewise, 
when checks drawn on the local bank appear in distant cities and 
are sent home for payment, the local bank may remit amounts 
due by drawing drafts on its account in the city correspondent 
bank. Thus we see these balances performing a twofold function 
by acting as reserve funds and furnishing a means for handling 
the collection of checks. 

4. Cash items in process of collection includes the following 
three groups: 

(a) “Exchanges for the clearing house” consist of checks 
deposited or cashed at the bank during the course of 
the previous business day, which are drawn on other 
banks located in the city or immediately surrounding 
territory and affiliated with the local clearing house. 
These checks will be presented through the clearing 
house to the banks on which they are drawn at the 
next clearing period. 

(b) “Collections in transit” include checks, drafts, and 
other items (payable in another city) for which the 
bank has given the depositor credit but which are not 
yet collected. When these checks and drafts are ac- 
quired, they are sent to the transit department, where 
propa: dispoM is made of them for collection. They 
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may be sent to the Federal reserve bank of the district 
if the bank is a member or clearing nonmember; they 
may be sent to a city correspondent; or they may be 
sent directly to the bank on which they are drawn for 
payment. 

(c) “Checks and other cash items” consist of local checks 
and drafts drawn on banks which are not members of 
the local clearing house. Miscellaneous cash items 
such as bond coupons, for which depositors get imme- 
diate credit, may also be included. 

5. Direct obligations of the United States Government in- 
cludes: 

(a) Treasury bills issued with original maturities up to 9 
months. 

. (b) Treasury notes with original maturities of from 3 to 5 
years. 

(c) Long-term Treasury bonds. 

6. Obligatiqns guaranteed by the United States Government 
are the practical equivalent of the direct obligations of the gov- 
ernment. They include guaranteed obligations of the Home 
Owners’ Loan Corporation and the Federal Farm Mortgage Cor- 
poration. 

7. Other bonds and securities comprises: 

(а) State, county, and mimicipal bonds, which represent 
ccaiservative investments, less liquid than U. S. Gov- 
ernment securities. 

(б) Stock in the Federal reserve banks, which consists of 
the shares which member banks must own to qualify 
for membership. 

(c) Other bonds and securities are made up of : 

(1) Public service corporation bonds. 

(2) Industrial corporation bonds. 

(3) Stocks in joint stock land banks, stock in affiliated 
companies (held for purpose of control),’ and, 
where the law permits, other stocks held for any 
reason. 

8. Loans, sranetimes called “Loans and Discounts,” includes 
tiie promissory notes and bills of exchange, secnred and unse- 
cfured, offered to the bank in return for bOTTQwed funds. 

9. Overdraft? are asset items in the forin of .claims against 
depositors who have overdrawn their accounts. The bank has 

the overdraft and charged ihe amount agmnst the depcsitor. 
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10. Bank premises, furniture and fixtures, and other real estate 
includes: 

(o) Property owned by the bank and used in the banking 
business. 

(b) Real estate owned by the bank not used in connection 
with the banking business. Such property generally 
has been taken by the bank on defaulted mortgages 
and is being carried temporarily by the bank until it 
can be disposed of on favorable terms. 

11. Customers’ liability under letters of credit. Customers of 
the bank who wish to import goods from abroad may find it de- 
sirable to obtain a banker’s letter of credit, in which the bank 
agrees to accept and pay a draft drawn upon it by the foreign 
exporter, if the draft is drawn for. fhe proper amount and ac- 
companied by the proper dociiments of title to goods sold and 
shipped. The customer for whose benefit this letter of credit is , 
sent is obligated to reimburse the bank. This gives rise to the 
item above sometimes appearing in bank statements. 

12. Customers’ liability under acceptances. When the drafts 
drawn under letters of credit described above have been accepted, 
the draft becomes an acceptance, and the customer’s liability is 
consequently an obligation to rehnburse the bank when the ac- 
ceptance matures and is paid. 

Definition of bank liabilities. The bank’s liabilities may be 
divided into the three following classes: (1) deposits and liar 
bilities to creditors; (2) reserve accounts or necessa.ry deductions 
ahead of the stockholders’ equity; and (3) the stockholders’' 
equity. 

1. Individual derrumd deports comprise the following items: 

(a) Those which are subject to check and represented by 
entries in the customers’ pass book. 

(b) Demand certificates of deposit, which are non-inter- 

est-bearing certificates sometimes used instead of 
cashier’s checks and certified checks for making pay- 
ments. , . 

(c) Cashier’s checks outstanding, which are cheeks drawn 
on the bank by the cashier and issued to customers 
deling an acceptable form of negotiable instrument 
or in payment of obligations of the bank itself. 

(d) Certified checks outstanding which arise from the re- 
i , ■ quest of depositors that dbecks drawn be certified by 
! i , the bank. - This binds the bank and makes the check 
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acceptable, since the bank cannot afterward refuse to 
honor the check because pf stop orders, forgery, or in- 
sufficient funds. On certifying a check, the bank pro- 
tects itself immediately by deducting the amount from 
the depositor’s account. 

2. Individual time deposits comprise : 

(o) Saving deposits, as evidenced by a pass book. They 
may be made at irregular intervals with interest al- 
lowed and computed at semiannual intervals (or 
oftener). 

(6) Time certificates of deposit, which represent the de- 
posit of larger sums payable with interest at some 
stated date or upon notice of thirty days or more. 

3. Other banks’ deposits. The amounts due to banks (state, 
national, private, or foreign) constitute the balances of such 

_ banks deposited with this bank. Any amount due to. the Ped- 
' eral reserve bank represents items sent to the bank by the reserve 
bank for collection, for which proceeds have been received but 
remittance has not yet been made. 

4. Letters of credit and hankers’ acceptances are liabilities in- 
curred either through the sending out of letters of credit author- 
izing the drawing of drafts on the bank by travellers or foreign 
exporters, or through the actual acceptance of drafts after pres- 
entation. 

5. Buis payable and rediscounts combined represent the vol- 
ume of funds procured by the bank through borrowing or sale of 
indorsed commercial paper. It is obvious that bills payable are 
properly classified as liabilities. Rediscounted paper is also so 
classified, because the bank’s indorsement thereon establishes its 
liability for ultimate payment in case the primary obligor fails 
to pay. 

6. Reserves constitute the second general class of liabilities. 
These represent various deductions which must be made from the 
assets, in addition to the deduction of general liabilities to out- 
siders listed above, before a proper figure for the stockholders’ 
equity can be ascertained. Among the reserves are : 

(а) Reserved for taxes accruing before tax-paying time. 

(б) Reserves for interest accruing on deposits. 

(c) Reserves for depreciation of buildings, furniture, and 
fixtures. 

(d) Reserves for depreciation of securities. 

(e) Reserves for contingencies — flosses on bad loans and 
securities, .These have been used to a great extent 
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during the last few years to care for the losses realized 
by banks. 

7. Capital stock, surplus, and undivided profits. Finally, 
there is the liability of the bank to the stockholders. This lia- 
bility, or the stockholders’ equity, may be obtained by deducting 
from the total resources all the liabilities to outsiders, including 
the sundry reserve accounts. The remainder belongs to the 
stockholders. From this should be separated unpaid dividends, 
which are not, properly speaking, a part of the stockholders' 
equity. From the remainder it is customary to deduct the par 
vdue of the capital stock. The stockholders’ equity over and 
above the capita stock is represented by Ihe surplus and the un- 
divided profits account. As the current operations return profits 
to the bank, they are credited to the undivided profits account, 
from which will be paid all dividends. Part of the profits re- 
Inaining after dividends are paid are then transferred from un- 
divided profits to surplus, as a means of serving notice upon divi- 
dend-hungry stockholders, as weU as the general pubhc, that 
such amounts are to remain as permanent additions to the stock- 
holders’ investment in the bank. 



Chapter VI 


THE BANKER AND CREDIT 
INSTRUMENTS 


rpHE BANKER’S stock in trade consists largely of negotiable 
credit instruments. The deposits which he receives consist 
mainly of cheeks, drafts, and paper currency, all of which are 
negotiable. Only specie and minor coin are not negotiable in 
fonn, yet they, too, have some of the characteristics of bearer- 
demand negotiable instruments. When the banker receives a 
deposit, he may create a negotiable instrument directly if he gives 
the depositor a negotiable certificate of deposit, or indirectly if he 
enters the amount on the depositor’s pass book so as to entitle 
him to draw checks. The loans and investments of a bank are in 
the form of negotiable instruments. It is evident, therefore, 
that the rules governing negotiable instruments are of great im- 
portance both to the bank and to those who deal with it. 

Types of negotiable instruments. Negotiable instruments 
fall into two main classes: (1) promises to pay, which include 
promissory notes and certificates of deposit; and (2) orders to 
pay or bills of exchange. The latter may in turn be classified as : 
(a) trade biUs or orders drawn on buyers of goods and services by 
sellers; (b) drafts drawn on banks by customers under an agree- 
ment to accept and pay when due; (c) bank drafts or orders 
drawn by one bank on another, calling for the pa 3 n?ient of a cer- 
tain sum of money to the payee out of the drawer’s account; and 
(d) bank checks. When traxie bills are payable at some specific 
future date, they may be presented to the drawee (the person 
ordered to pay) for acceptance. An acceptance consists of the 
signature of the drawee across the face of the biU, with or without 
accompanying words signifying that he wiU pay it when due. 
From that time on, the instrument is known as a trade accept- 
ance. Drafts drawn on banks payable at some future date and 
ajjcepted are known as hankers’ acceptances or bankers’ hills. 

TO 
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Test of negotiability. The law requires that a negotiable in- 
strument: (1) be in writing and be signed by the maker or 
drawer; (2) contain an unconditional promise or order to pay 
a certain sum of money; (3) be payable on demand or at a fixed 
or determinable future time; (4) be payable to order or bearer; 
and (5) when addressed to a drawee, must name him with reason- 
able certainty.^ 

Importance of negotiability. What difference does it make 
whether or not a credit instrument is negotiable? The answer 
is simply this: A person who receives a nonnegotiable instrument 
by purchase and assignment obtains, like any ordinary assignee, 
only the rights under the instrument which the previous holder 
had. If the title of the transferor was faulty in any particular, 
that of the transferee is equally faulty. For example, if the 
payee of a nonnegotiable instrument was unable to enforce it 
because he had been guilty of fraud in procuring the instrument, 
the person who received the instrument from such payee will 
also be unable to collect it for the same reason. However, a per- 
son who takes a negotiable instrument under such circumstances 
as to be considered a holder in due course may obtain better rights 
to collect it than had the person from whom he received it. This 
superior position of the holder in due course arises apparently 
from the fact that the courts are eager to fadlitate ihe use of 
credit instruments. Their acceptability is considerably enhanced 
by the protection afforded the holder in due course. 

A holder in due course is one who has taken an instrument: 
(1) that is complete ^d regular upon its face; (2) before it be- 
came overdue and without notice of any previous di^onor; (3) 
in good faith and for value; and (4) with no notice of any in- 
firmity in the instrument or defect in the title of the person 
negotiating it. 

Defenses against pa 3 nnent. The obligor of a negotiable in- 
strument may refuse to pay and may set up a variety of defenses. 
These defenses fall into two classes, the first of which compri^ 
those whidh are good and effective against any and all holders 
of the instrument, whether or not an innocent holder in due 
course. These defenses are absolute, or legal, as they are some- 
times called. Under the absolute defenses come: (1) forgery, 
<2) infancy, (8) insanity, or (4) lack of delivery of an incomplete 
insftirumenti The other type of defraises is Imowni as personal 
and is available o^y gainst the immediate parties to 
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the instrument or some person other than a holder in due course. 
The latter is entirely free from defenses of this class. The per- 
sonal defenses are: (1) fraud, (2) lack of delivery, (3) lack of 
consideration, (4) wrongful filling out of an incomplete instru- 
ment, (5) conditional delivery when the condition has not been 
fulfilled, (6) illegality, and (7) duress. 

MaterM alteration. A material alteration of a negotiable in- 
strument may consist of changes in: (1) the date, (2) the sum 
payable, (3) the time or place of payment, (4) the number or the 
relations of the parties, and (5) the medium or currency in which 
payment is to be made. It may also consist of the addition of a 
place of pasnnent where none is specified, or any other change al- 
tering the effect of the instrument. 

When a negotiable instrument is materially altered without 
the consent of all the parties liable thereon, it is void, except 
against any person who assented to or participated in the alter- 
ation, or against subsequent indorsers. However, a holder in due 
course who is not a party to the alteration may enforce payment 
according to the original tenor of the instrument. 

Indorsement. A transfer of title to a negotiable instrument 
involves: (1) delivery alone by one having title, if the instru- 
ment is payable to bearer (except that a holder in due course gets 
title even if the transferor has no title) ; and (2) indorsement 
and delivery if the instrument is payable to a certain person or 
order. There are four common types of indorsement, of which 
the first is indorsement in blank. This consists of the mere sig- 
nature of the indorser, and passes title with delivery. In addi- 
tion to passing title, the indorser warrants: (1) that the instru- 
ment is genuine and in all respects what it purports to be; (2) 
that he has good title to it; (3) that aU prior parties had capacity 
to contract; and (4) that the instrument at the time of his in- 
dorsement is valid and subsisting. Further, he promises that the 
instrument will be paid if properly presented when due. If the 
instrument is dishonored and proper notice is given of the fact, 
the indorser must pay it. After an instrument has been indorsed 
in blank, it becomes a bearer instrument, negotiable by mere de- 
livery, A second type is the restrictive indorsement. This con- 
sists of the indorser’s signature, accompanied by some expression 
which prohibits the further negotiation of the instrument. For 
example, an instrument indorsed “for collection” or “for deposit” 
is restrictively indorsed. The person taking an instrument so 
indorsed is presiuned to have been aware of it and holds the in- 
strument as the agent of the indorser; any proceeds realized are 
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held in trust for the indorser. Thus a person taking an instru- 
ment bearing a restrictive indorsement cannot become a holder 
in due course. A third type is the special indorsement, specify- 
ing the person to whom or to whose order the instrument is to 
be payable. Its further negotiation requires the indorsement of 
the indorsee. In case one to whom an instrument is specially 
indorsed transfers the instrument without indorsing, the trans- 
feree is entitled to the indorsement necessary to pass title. A 
qualified indorsement is the fourth variety. This results when 
the indorser adds to his signature such words as “without re- 
course,” indicating his uny^illingness to be bound for payment 
in case the instrument is dishonored. However, such an indorser 
assumes full liability for the warranties made by an indorser in 
blank. 

Liability of the parties. The duty of the person of primary 
liability to pay a negotiable instrument may bg qualified by the 
personal defenses if the instrument is not in the hands of a holder 
in due course, and in any event by legal defenses. Of the legal 
defenses, perhaps one of the most common is a forgery in the line 
of title. The holder in due course cannot recover if he is claim- 
ing either through a forgery of the maker’s name (if a promissory 
note) or, in the case of any order instrument, a forgery of the 
name of the payBe or anyone else to whom the instrument is spe- 
cially indorsed. Moreover, if he receives payment and the for- 
gery is subsequently discovered, the holder must refund the 
money received. But if a holder in due course presents a bill of 
exchange to the drawee for acceptance, and the drawee accepts, 
the holder in due course may enforce pajoaent from the acceptor 
even though it later appears that the drawer’s name was forged. 
Further, if a holder in due course of a check presents it to the 
drawee bank for payment, and receives payment, the bank has no 
recourse against the holder if -it later discovers ^at the drawer’s 
name is forged. This arises from the fact that when the drawee 
of a bill of exchange accepts (or pays) the same, he promises to 
pay (cff. actuary pays), and admits the existence of the drawer, 
the genuineness of his signature, and his capacity and authority 
to draw the instrument. 

In order to bind an indorser of a check on his promise to pay 
the instrument if dishonored, the check must be properly pre- 
sented and notice of dishonor sent to the indcasCT. A check is 
deemed to have been presented in sufficient time to bind the in- 
(forsers if it is presented within a reasonable time after its last 
negotiation. Thus, a holder in due course may protect himself 
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by starting presentment, either by turning the instrument over to 
his bank or by other means, within the next business day after 
receiving it. In case pf dishonor, notice must be sent to each in- 
dorser against w;hom the holder desires recourse. Notice of dis- 
honor may be either in writing or oral, and given in any terms 
sufficient to identify the instrument and indicate its dishonor. 
When the holder gives notice of dishonor to one party, all other 
parties subsequent to the one notified may benefit from the, no- 
tice. Notice of dishonor must be, started so as to reach the party 
notified within the next busiuess day if the parties live in the 
same place. , Where the parties to the notice reside, in different 
places, notice of dishonor must be deposited in the post office 
in time to go by mail the next business day, or, if there is no 
mail at a convenient hour on that day, by the next mafi there- 
after. If notice is not sent by naail, it inust arrive within the 
time at which ngtice properly sent ,by mail would have arrived. 
Whenever notice is properly addressed and deposited in the post 
office (or box), the, sender has given sufficient notice, even if the 
notice never actually arrives. A party receiving notice of dis- 
honor has, after its receipt, the same length of time as the original 
holder for notifying and binding antecedent parties. Notice of 
dishonor may be waived. 

A dishanwed bill, pf exchange drawn or payable in. another 
state (that is, a foreign bill) must be “protested”; otherwise the 
drawer and indorsers will be discharged. The protest must be 
annexe! to the bill or contain a copy thereof and be under the 
hand and seal of a notary. It must contain the time, place, and 
fact of presentment and be sent as notice of dishonor to parties 
to be held. Any person liable on a bill to subsequent indorsees 
may waive protest, and this act also waives presentment and no- 
tice of dishonor. , 

Delay in the presentment of checks (unlike other forms of bills 
of exchange) <^harges the drawer only to the extent of the loss 
which he stiffens as a result of such delay. If th^ drawer has 
suffered a Joss due to the failure of the bank on which the check 
was drawn, he can be held for payment only if .presentment was 
ma^ within a reasonable length of time the check’s issue. 
Mpst courts hold that, to be within a. reasMsable length of time, 
presaitnaent must be started within the next bu^eead^ after 
the theek has been recmved by the i , > ' . , . 



Chapter VIl 
DEPOSITS 

Importance of Deposits 

Deposits and the bank’s lending power. The lending power 
of any bank is determined by its available funds. These,, in turn, 
are determined by the capital contributed by the stockholders 
and the deposits of the bank’s customers. Not all of the. bank’s 
deposits may be lent, for experience and the law require that 
some cash be kept available to meet the demands of depositors. 
Fortunately for the banker, the cash or .cash reserves need be but 
a fractional part of the bank’s deposits. By the law of averages, 
new deposits by some depositors offset the withdrawals of others, 
so that there is, slight probability that the bank will experience 
any large loss of cash in any normal business day. Profitable 
banking requires that these reserves be kept at the lowest prac- 
tical li m it in order that the loanable funds derived from deposits 
shall be at a jnaximum. 

Since the loans of a bank are so directly dependent upon the 
volume of deposits which the bank can obtain, the bank quite 
naturally wUl attempt to expand its deposits. , Moreover, otiier 
things being equal, the greater thie bank’s deposits per dollar of 
capital invested by the stockholder, the more profitable the bank 
wiil be for its owners. 

Relation of deposits to capital. This quite natural tendency 
of bankers to expand deposits as far as possible on the basis of a 
givep yolume of capital is held in check by certain consideratioha’ 
First,, it is necessary for the banker, in order to command 
public ewifidence, to show a satisfactwy relation between his 
own invested capital and deposit liability. The stockIholdOT’s 
own investment, with the liability, if any, for 100 per cent assess- 
ment in c^e of failure, stoatte between the depositor and loss. 
iCMeg^ding the, question .of. abiB^ of thp bank to pay on de- 
ulthnaife solvency of a bank is assured, by the fact 
|bi^ ^©sdep<^tes*Oaa»;«t^ lose so lohg as losses resulting from 
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bad loans do not exceed the stockholders’ investment. The cap 
ital fund, including the surplus and to a limited extent the un- 
divided profits,^ constitutes a guaranty fund for the benefit of 
depositors. 

The banker must maintain a guaranty fund of sufficient size to 
command public confidence in the security of deposits placed in 
his bank. Because of the general absence of legal regulation of 
the matter, the responsibility for this in the past has largely 
rested upon the banker’s own shoulders. Laws governing capit^ 
requirements were limited to fixing the minimum capital required 
for organizing banks in cities of any given size. Thus, to estab- 
lish national banks in cities of not over 6,000 inhabitants, capital 
requirements are 150,000; in cities of from 6,000 to 50,000 in- 
habitants, capital requirements are $100,000; while in cities of 
over 50,000, capital requirements are $200,000, save that in out- 
Ijdng districts national banks may be organized with $100,000 
capital if state banks are permitted to do so. State laws contain 
similar provisions.* But such regulations obviously cannot in- 
sure a proper ratio of owners’ equity to protect deposit liabilities. 
However, there has been a growing tendency of late to require 
banks to maintain an appropriate volume of capital in propor- 
tion to deposits. A number of states have passed laws requiring 
the maintenance of a minimum ratio of capital to deposits.’ 

Even more important are the regulations of the supervisory 
authorities who, since the banking holiday of 1933, have tended 
quite generally to insist upon a rough adherence to the 1:10 
capital-deposit ratio. Before 1929, few banks would have had 
any trouble conforming to this rule. Since 1934, however, the 
case has been somewhat different. Bank deposits have increased 
tremendously, both as a result of increased cash deposits growing 
out of gold imports and as an effect of the vast expansion in gov- 


portion of the undivided profits may be expected to be withdraw for 
dividend payment^ and hence is not actually a part of the permanent contribution 
of the stockholders. 

^For a compilation of State laws governing minimum capital requirements for 
state banks and trust companies, see the Federal Reserve Bulletin, December, 
19^, pp. 1267-1274. 

3^ Thirteen states have statutory requirements of a minimum capital-deposit 
ratio of 1:10. The Indiana law permits the Department of Financial Institutions 
to require an increase in capital or a decrease in deposits if the net sound 
capital for the preceding year is less than 10 per cent ot the bankas average 
daily deposits. Such action may not be taken if the bankas cash plus United 
States government securities (direct and guaranteed) amount to ^ per Cent 
of the total deposits. Cf. Robinson, R. L, ^^Oapital-Depqsit Ratio in Banking 
Supervision,” Journal of Political Economy, February, 1941. 
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eminent bonds held by banks. In the meantime, the relatively 
low earning capacity of the banks has made it difficult to sell 
additional stock, so that the capital-deposit ratio in many in- 
stances has fallen below 1:10, Now clearly there is noihing 
sacred about the 1 : 10 ratio. Like many rules of thumb, it seems 
to have been adopted because of convenience in calculation. 
There has developed, therefore, considerable opposition to the 
bhnd adherence to the rule. It is quite properly held that the 
size of necessary capital funds is more closely related to the type 
of assets than to the volume of deposits. Were a bank to carry 
aU its assets in cash, there would obviously be no need for capital 
to protect depositors. Likewise, when a bank’s earning assets 
consist mainly of government securities, there is need for but 
httle owners’ equity to provide adequate protection to depositors. 
There have been proposals that instead of a fixed capital-deposit 
ratio, a standard be set up based upon the class of assets held by 
the banks. Thus, against deposits represented by cash and 
highly liquid and safe bonds or open-market paper, the required 
capital ratio would be lower than against deposits backed by more 
hazardous and speculative assets. 

Obtaining Deposits 

Competitive methods. Subject to the limit set by the bank’s 
capital and surplus, the banker is free to attract deposits in any 
way possible. He may erect an imposing building whose en- 
trance is flanked by marble pillars, S 3 Tnbols of strength. He may 
expand the free services and conveniences available for his cus- 
tomers. He may advertise, in a restrained and dignified manner, 
on billboards and in newspapers. He may organize a “new busi- 
ness department” whose function is to make contacts with new 
customers. He may persuade the stockholders to elect a promi- 
nent business executive to the board of directors in order that all 
or part Of the deposits of the executive’s firm may be captured. 
Finally, he may compete with other bankers for deposits in a 
more direct way by offering higher rates of interest on deposits. 
This last form of competition has been (Specially important, A 
good many depositors are influenced by the interest payments 
and respond favorably to offers of higher returns. In so far as 
this is true, al banks are forced to some extent to offer higher 
rates to depositors. The practice reduces the profits of banking 
to such, a degree that the banker seeks to increase his earnings 
by turning tb conservative types of loans and investments. 
Ferhr^s if all bankers, could be trusted to refuse to make unsafe 
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loans under the stress of competition and profit-seeking, un- 
limited competition for deposits among bankers would have no 
dire results. What borrowers would pay for well-secxired loans 
would fix the limit on interest payments to depositors. In actual 
practice, however, the banker cannot be trusted to watch com- 
petition cut into his profits without taking some action to prevent 
it. He may seek more gjeculative loans and investments bearing 
a higher rate of return. The evil consequences of such action 
are concealed during periods of prosperity, but depression re- 
veals them. Experience has repeatedly shown the fatal results 
of such competition. To guard against excessive competition 
for deposits, clearing house associations have sponsored, agree- 
ments among their members regulating competitive practices. 
Particularly, they have attempted to control the charges made 
by banks for services, renderec’ to customers and the payment 
of interest on deposits. The Banking Acts of 1933 ?ind 1935 
recognized the need for regulation of competitive, interest pay- 
ments by prohibiting member banks from payment of interest 
on demand deposits and by providing that the maximum rate of 
interest paid on time deposits should be set by the Board of Gov- 
ernors of the Federal Reserve System. Further, it regulated the 
withdrawal of time deposits. 

Regulation of interest pajrments. In December, 1935, the 
Board of Governors of the Federal Reserve System issued an 
amended form of Regulation Q, governing the payment of in- 
terest on deposits of member banks. Because the law prohibits 
all interest pasunents on demand deposits, a difficult question 
arose as to what was meant by “interest.” For example, is the 
performance of valuable collection services for the .depositor a 
fcam of interest pa 3 Tnent? If there were no limits to such free 
servicesj the way would be opened for- interbank competition, 
whi(ffi the -law intended to prevent. On the other hand, the tasl , 
of 'faying down rules for determining the. amount of sudi free 
services to be was a ccanpheated one. The boaiid's first 

relation defined iht«est las a payment,' credit, service^ OT Other 
thing of value made <w-fiamished:;by a bank as eon^deai'a^oii for 
the use of the funds eonstitutiagiiard^Joat and whi^ involve 
the payment or absorption by the bmfic, of out-of-pocket ex- 
penses, . . Payment or absorption of trivial and irr^ular^* 
penses incurred for the depositor was not to be 
mraitof interest where collection of a fet from d©pQ!sit(aB,w®uM 
cause '“undue friction or misunderstanding,” provided the^ltoh 
acted in jgood faith in not^^ using such practice® .aS‘ a fineans of 
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competition. This rule proved objectionable from two stand' 
points. First, member banks complained that its enforcement 
would drive the accounts of country banks into the hands of non- 
member banks. Second, it was extremely difficult to apply. 
Consequently its apphcation was postponed, and the rule was 
finally abandoned altogether. In its place the Board of Govern- 
ors, with the cbUaboration of the Federal Deposit Insurance 
Corporation, which is in control of interest payments on the 
deposits of nonmember insured banks, formulated a definition of 
interest. According to this definition, interest is any pasnnent 
to or for the account of any depositor as compensation for the 
use of funds on deposit. The troublesome question of free serv- 
ices is thus avoided. Instead, the question of what constitutes 
interest payment in any particular case is left for “administrative 
determination under the general law in the light of experience, 
and as specific cases may develop.” 

Time deposits are subject to two limitations as to interest pay- 
ments. First, member banks may pay no more (but may, of 
course, pay less) interest than that prescribed by the Board of 
Governors. Second, they may pay no more than the maximum 
rate permitted to state banks and trust companies. Under the 
1935 banking act, the Board of Directors of Ae Federal Deposit 
Insurance Corporation is empowered and directed to put' into 
force regulations on the pa 3 mient of interest by nonmember in- 
sured banks. The maximum rates of interest which nonmember 
insured banks may pay on time deposits have been made the 
same as those for member banks. The maximum rates OH thne 
deposits fixed for mmnber banks are shown in Table h . • • 

„ TABLE 1. ' 

Maximum Eates of Interest on Time ItePOsiTs of IfewsBR ®aotS 

" ' (Aa Set by tfee Board of Governors of tbe Federal iSystem) 


Nov. 1, 


Jan. Bl, 1935 

fdepqaitip., ;; J 

Postal saviiiigs ^ / 

Othe^ time deposits payable !ns > 

; 6 mb; ^more 




3 

3 



In effect 

to ' 

beginning 

Dec. 31, 1935 

Jan, 1 , 1033 

2% 

2% 

2% 

2 

2% 

1 


^ states^ ban^g, authorities have fixed maxi- 

p^able on time deposits at figures, lower 
man those set by fhei]^<M£rd of GoveraOTs. In such states, the 
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lower state figures become the maximum which can be paid by all 
member banks.* 

Withdrawal of time deposits. Not only are banks limited in 
their interest payments, but they are also subject to regulation as 
to the withdrawal of time and savings deposits. Section 19 of 
the Federal Reserve Act, as amended in 1935, prohibits the pay- 
ment of time deposits before maturity, except in accordance with 
such rules and regulations as may be prescribed by the Board of 
Governors, and prohibits the payment of any savings accounts 
without notice unless all savings accounts are similarly payable. 
Likewise, time deposits payable on notice (except savings) are 
not to be paid until the expiration of the period of notice. How- 
ever, the regulation of the board permits the payment of time 
deposits before maturity or the fulfillment of the notice period 
provided the depositor makes a written application showing that 
such pa 3 unent is necessary to prevent “great hardship” in meet- 
ing an emergency. Such application must be approved by an 
officer of the ba^ and- kept on file. On such withdrawals the 
depositor loses up to three months’ accrued interest- Similar 
regulations of the Federal Deposit Insurance Corporation apply 
to nonmember insured banks. Banks may make loans on time 
deposits and savings deposits on which notice of withdrawal is 
enforced at rates not less than 2 per cent per year above the rate 
being paid the depositor by the bank. 

Relation of the Depositor to His Bank 

Creation of a deposit. Deposits in a commercial bank may 
be establi^ed in either of two ways. First, they may be created 
by the bank as a result of the extension of a loan to the customer. 
Such deposits are of a peculiarly ephemeral character, since they 
are almost certain to be withdrawn shortly after their creation. 
The more stable deposits of a bank, however, consist of funds 
piami in the bank’s care for safekeeping and convenience. 
These funds consist of cash and negotiable instruments payable 
in cash. 

If the depositor brings cash, ehaenks, or such -ether cash items 
as bank drafts, high-grade bond coupons, and the like, he re- 
ceives immediate credit on his account for -die full amount, less 
any deduction made by the bank for collecting oUt-of-town 
items. This credit is given subject to the actual collection of 

■^For a careful survey of the problem of regulation of interest paid on dei>osits, 
see Watkins, L. L., Commercial Banking Reform in the United States, 1^, 
Michigan Business Studies, Vol. Vin, No. 5, Part 2. * . , : 
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the proceeds by the bank. If the depositor brings in “collection 
items” such as notes of and drafts on business houses and less- 
known bond coupons, the proceeds, less charges for the collection 
services, are credited to the depositor’s account when realized. 

Within the bank, the funds deposited are handled in the ap- 
propriate manner. Checks on the bank itself go to the book- 
keeping department to be deducted from the drawer’s account.; 
Checks on other banks in the same city are sorted as to banks, 
indorsed, and sent to the clearing house at the next clearing pe' 
riod. Checks on out-of-town banks are sorted according to the 
bank to which they are to be sent for collection, indorsed “pay 
to any bank or banker, all previous indorsements guaranteed,” 
and properly recorded before being sent to the appropriate bank 
for collection. These checks may be sent to; (1) the Federal 
reserve bank of the district, if the bank concerned is a member or ' 
a nonmember clearing bank; (2) to a correspondent bank; and 
(3) to the drawee bank, itself. Collection items received are 
forwarded to the Federal reserve bank or some correspondent 
bank, which will present the draft, note, or coupon for payment, . 
and remit the proceeds, less any charges. The depositor’s ac- 
count is then credited with the proceeds on their receipt by his 
bank. ‘ . 

Obligations of the bseik to the depositor. The deposit of 
funds with the bank gives rise to definite obligations. The bank 
becomes a debtor, since the depositor normally surrenders all 
rights to the funds deposited in return for the bank’s promise to 
pay on demand or notice, as the case may be. The bank is und«r 
contract to pay out the cash upon the bona fide order of the de- 
positor to do so. This makes it essential that the bank verify the 
genuineness of the ,<^awer’s signature before pa 3 dng, for if pay- ■ 
ment is made on a' forgery, the' bank naturally cannot deduct the 
amount from the depositor’s account and cannot demand a re- 
fund from any. innocent holder who may have presented the 
check for payment. Further, it must be certain that the payee’s 
indorsement is genuine unless, there is a subsequent indorsement 
of a responsible party upon which the bank can rely. This fol- 
lows from the fact that not only must the bank make pasrment 
on the order of the drawer alone, but also must pay only to the 
payee designated, or to his, order. 

Other incidental responsibilities rest upon the bank. It must 
not pay a cheek before it is due; it must watch for discrepancies 
between the writing and the figures; and it must satisfy itself' 
that the depositor has sufficmt funds unless it is prepared to 
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grant him an overdraft. Care must also be taken to observe any 
stop-payment order which may be given by the depositor, since 
failure to do so would cause the bank bss of the amount of the 
check involved, rinally, it may be called upon to certify checks 
for depositors who wish to make pa 3 anents where ordinary per- 
sonal checks would not be acceptable. Certification is the state- 
ment written on the check by the bank to the effect that the 
check will be paid. The amount of the certified check is im- 
mediately deducted from the depositor’s account and constitutes 
an addition to “certified checks outstanding.” 

Account analysis. There was a time, before the great depres- 
sion of 1929, when bankers outside the more sophisticated finan- 
cial areas of the large cities were inclined to the view that any and 
all deposits were desirable. - Because bank operations were in 
general .profitable, a rigid examination of costs seemed unneces- 
sary. In those times housewives, armed with shopping list and 
dieck book, toured the towns and, cities and left a trail of irregu- 
larly sized checks to mark their progress. The birth of a baby 
was the signal for the family banker to sow the seed of thrift 
by the gift of a toy bank containing; a ten-cent piece. Small de- 
posits were .welcomed under the happy illusion, that as big oaks 
from little acorns grow, so the small account might be expected 
to grow into a large and highly desirahte one. 

But these easygoing days disappeared. quickly with the de- 
presaon; Bankers were confronted with; heavy losses to be writ- 
ten off, while earnings declined sharply under the impact of 
falling interest mtes and shrinking loan volume. Bankers, there- 
fore, began to listen to the earlier but kwgely unheeded' advice 
of' those who had urged them to look to their costs.' It became 
Huperajtive that tiiey know whether or not' depositors’ accounts 
juidified themsdves and ’iriiat to doi about itif they did not. . 

The first requirement for evaluating the wOTth^ of a particular 
account is to estimate its oOBtribution. to . the bank’s loanable 
funds. This may be aocoir^ilidied as follows: * 

1.. The average daily balance for a ^ven monih as calculated 
by adding together the amounts staisdiag to the credit of the 
d^ositor and dividing the total by the nuinber of days in the 
month. If the account is given to a high degree of fluctuation, 
the minimum balance appearing in the account during the month 
may he of more significance. 

2. From the average daily balance is subtracted the average 
daily “float” of uncollected checks for which the depositor has 
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been given immediate credit. . The remainder is tjhe collected or 
realized balance. 

3. From the collected or realized balance is deducted the per- 
centage of the total which must be set aside for reserves. Such 
reserves must include not only the legal requirements, but also 
any necessary till money and working balances carried as de- 
posits in other banks. 

4. The remainder is. the amount actually available for invest- 
ment. To calculate the earning power of this fund, it may be 
multiplied by the average monthly rate of interest earned by the 
bank’s loans and investments. This calculation is subject to the 
objection, however, that it may overvalue the actual earning 
power of the account if excess reserves are high or if the account 
is of the sort which requires more than average liquidity. 

The second step in evaluating the worth of a depositor’s ac- 
count is the calculation of costs to the bank incurred in handling 
it. Costs which may be properly allocated to depositors’ ac- 
counts include: (1) the cost of handling checks drawn upon the 
bank by the depositors, (2) the cost of collecting local checks 
through the clearing house, (3) the cost of collecting qhecks 
on out-of-town banks, and (4) the cost of h^dling receipts of 
cash deposits. Before the bank can estiniate the cost of handling 
the account of any' particular depositor, it is necessary to deter- 
mine the unit cost of each banking operation related to the han- 
dling of depositors’ accounts and the number of such operations 
chargeable to the account in question. 

To determine the unit costs of each operation, the total ex- 
penses of each dtepartmerit carrying, out the functions related to 
deposits must be allocated to the several functions. In this man- 
ner the total cost for a given representative period may be ob- 
tained for’(l) hahdEii^ checks on the bank itseM, (2) the clearing 
of local checks, (3) ’the collection of out-of-town cheeks, and so 
forth. The- total costs for Cach faction niay then be divided 
"by the number of items handled during the period and the unit 
cost or cost per item ',^iihated,, Such estimates are likely to be, 
atb^t, but rbdgh' i^Pli^oStt^ions su^ limitations of 

unit coSlj' calculat^^ 'business. Moreover, they do not 
CQV^the (iyekh^ costs 6f TOHiiing the bank, but only the direct 
Operating- espfensils Uf hancBing deposits. 

Although the ideal way to obtain the item cost properly 
■ charg6aM.e,,^ j^epo^lnrs’ accounts is to make a thorou# cost 
st^dy of ^tbe bank’ itself, in practice the majority of bankers do 
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not use this method. Instead, they tend to adopt, as applicable 
to their own banks, cost studies which have been made in other 
banks. Clearing house associations frequently adopt a uniform 
rate of charges based upon assumed uniform item costs for all of 
the affiliated banks. The item costs which are assumed as the 
basis of these charges may be based upon the cost analysis of one 
of the banks in the clearing house or, more frequently, upon some 
cost study made in another city. Any claim for exactness in the 
schedule of costs so adopted is therefore unwarranted. To illus- 
trate such estimates of cost, the Research Committee of the 
Indiana Bankers Association found the following cost figures in 
three “competent” cost surveys: 


Vs” Items 
4.15765 cents 
5.536 

5.1121 “ 


Transits 
2.4959 cents 
3.15 
2.4909 


Clearings 
.83153 cents 
1.839 

1.3106 “ 


Because estimated unit costs include only direct operating ex- 
penses, before these costs are applied to the account some allow- 
ance must be made and added on for “profit.” The Bank Man- 
agement Commission of the American Bankers Association sug- 
gests that the mark-up of unit costs should be not less than 25 
per cent and not more than 60 per cent.® 

The application of the adjusted, marked-up item cost to a par- 
ticular account is relativigly simple. The number of items of 
each type which are. handled for the account during the month 
is multiplied by the appropriate charge per item. The total item 
costs of handling the account can thus be estimated. To these 
costs are sometimes added a maintenance cost,' which is applied 
equally to each account and is designed to cover the cost of pro- 
viding pass books, balancing ledgers, and so forth. Another 
charge is one based upon the size of the actfount, and includes 
such costs as protective ffisurance, guards, 4hy taxes on deposits, 
and FDIC assessments ofi demand deposits. Finally, the cost of 
rendering any special service to the depositor should be charged 
against the account. ^ 

The profit or loss realized by the bank upon a particular ac- 
count may then be calculated by subfr acting the costs fipm the 
earnings credited to it. If costs are above i^jtmings, the depositor 
may be required either to increase the size of his collected bal- 
ance or to pay a service charge. 

® Unijorm Account Analysis, 1939, Commercial Bank Management Booklet 
No. 23. . 
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Service charges. Two t 3 ^es of service charges are in common 
use, the “flat” and the “measured” charge. The flat service 
charge consists of assessing a monthly charge against accounts in 
which the average balance falls below a certain figure. Before 
1930 this was the type of plan in use among the banks which 
made use of service charges. Although simple and easy to oper- 
ate, such a plan is inequitable in that it does not allow for the 
differences in activity among accounts. For this reason the flat 
charge has generally been abandoned in favor of the measured 
type.® 

Considerable variation appears in the application of the meas- 
ured service charges. Many systems provide for a basic charge 
of 50 cents per month on accounts which fail to maintain an aver- 
age or a minimum balance of $50. Even more common is the 
application of a service charge of from 50 cents to $1.00 on ac- 
counts not maintaining an average balance of $100. It is com- 
mon to allow a certain dumber of “free checks” in return for 
the payment of the nainimum charge or for maintaining a certain 
minimum balance. Beyond this, the unit or item cost, adjusted 
for profit, is applied. Not aU accounts are subjected to detailed 
analysis. Large accounts ($500 or over being the most common 
dividing line) and active accounts are analyzed in detail, while 
smaller and inactive accounts are handled simply by the applica- 
tion of the basic monthly charge plus charges on checks drawn 
in excess of a specified %umber. The importance of service 
charges in bank' earnings is indicated by the fact that in 1940 they 
constituted 5.7 per cent of, the total earnings of member banks. 

Classes of Deposits 

Time versus demand deposits. A study of bank deposits is 
not complete without a more detailed consideration of the several 
t 3 q)es of deposits. Bank deposits may be classified^in several 
different ways, the most common grouping being,' time deposits 
and demand deposits. The immediate purpose of such a classi- 
fication is to determine the reserve requirements of banks which 
belong to the Federal Reserve System, since the law requires only 
3 per cent reserves against thhe deposits while the reserves 
agaipst demand deposits must be 7, 10, or 13 per cent, depending 


' ®For a <JOinprehetiave examination of service charges, see the Service Charge 
Survey, 193^, !Mlletih 77, F,esearch Council, American Bankers Association. 
Also see tihe M,efpori of 'th0 Research Committee, Indiana Bankers Association, 
1037, Part n. 
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upon the classification of . the city in which the bank is located/ 
Another important reason for such a division of deposits lies in 
the fact that, in general, time deposits are thrift accounts, less 
subject to' irregular withdrawal and more free from heavy sea- 
sonal withdrawals than the demand deposits. Because of this, it 
is normally possible for a bank to tie up funds derived from time 
deposits in more or less long-time investments, combiniug a rea- 
sonably high yield with good security. This can be done, since 
a high degree of liquidity is not required. On the other hand, 
demand deposits should be invested mainly in liquid loans or 
readily salable paper. This is true even if the general level of 
demand deposits shows no great tendency to fluctuate, since po- 
tentially demand deposits of any one bank are less stable than the 
time deposits. It ,^ould be noted that some time deposits rep- 
resenting the surplus funds of businessmen are essentially the 
same as demand deposits. They are classified under the heading 
of time deposits to enable the bank to carry smaller legal reserves 
and offer interest to the depositor. 

Section 19 of the Federal Reserve Act, as amended in 1935, 
authorizes the Board of Governors to define demand and time 
deposits fOT the purpose of determining legal reserve require- 
ments. In the new Regulation D, effective January 1, 1936, the 
board laid down the following definitions: 

1. Demand deposits include all deposits except time deposits. 

2. Tiine deposits consist of three classes: (o) time certificates; 
(b) time deposits, open account;- and (c) sa-vings deposits. 

3. Time certificates of deposit are deposits evidenced by an 
instrument (negotiable or nonnegotiable) payable at least thirty 
days after the date of' the deposit or upoh at least thirty day^’ 
written noticte and on presentation aiid surrender of the instru- 
ment. 

4. Tithe deposits, open account, are deposits other than time 
certificates or savings deposits, in respect to which there are -wit- 
ten contracts to the effect that neither aU nor any part inay be 
■withdrawn prior to a maturity date at least thirty d^ys after the 
date of deposit or without thiity days’ written notice.' 

5. Savings deposits must be e-yidenced by a pa^ book and con- 
sist of funds deposited to the credit of individuals (except part- 

^ These are the basic statutory, reserve requirements; each may be increased 
tp twice the amount by the Board of Governors of fjie Federal Syetcucs* 

On November 1, 1941, reserve requirements were raised to the 
by action of the boarcl. . , : I ' - ^ 
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nerships operated for profit) or nonprofit organizations. Banks 
must have the right to require at least thirty days’ written notice 
of withdrawal of such deposits. Payment is to be made only 
upon presentation of the pass book or directly to the depositor 
himself. 

Kinds of depositors. A second type of classification of de- 
posits is one based upon the kind of depositor, and may consist of 
the following,: 

1. Individual demand deposits, including deposits of business 
houses, and private business and personal accounts. 

2. Governmental deposits including: ' 

(а) Federal Government. 

(б) State, coimty, and municipal depbsits, and deposits of 

other governmental subdivisions. ' 

table 2 

The distribution of deposits by economic ct-a-ssto of 

DEPOSITORS, DECEMBER 31, 1937* ' 

, (In Millions of Dollars) 

Demand Le^odU • Time Depodts 

- Total (Adjusted) 23,370 < . 26,260 


Total Business Deposits 

7,740 

Total Business , . 

610 

Manufacturing^ mining and 


Corporate ' 

500 

construction - 

3,450 

Non-corpofate 

no 

Transport and public utility 

l,00C 



Trade, service, and miscel- 




laneous 

1,590 



Non-corporate enterprises, . 

,1,700 



Total financial 

5,110 

Total Financial . 

410 

Insurance 

890 

Corporate 

270 

Qther 

1,500 

Non-corporate 

140 

Security .brokers 

280 



Baidrs’ trust departments 

IfiZQ 



Foreign banks , ^ . 

630 



Other 'foreign 

7») 



Public Bodies Total ........ 

3,640 

Public Bodies Total 

590 

XJ* S. Treas 

970 



Other 

2,670 



Hnclassifibdi individual, and 


Unclassified, individual 

and 

nonprofit 


nonprofit 

24,650 


* Wald, !$ask^ ^^[P^posits iy Class^ of Depositors,” Federal Reserve Bulletins. 
Jday, 1^40. 
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3- Bankers’ balances (or due to banks), wMcb represent the 
deposits of other banks maintained for the purpose of: 

(o) Tacilitating the collection of checks. 

(6) Furnishing customers with city drafts. 

(c) Obtaining interest on idle funds (no longer true unless 
on time deposit), 

(d) Facilitating the lending of money on the call market, 

(e) Maintaining contacts with city correspondents to facili- 
tate the sale of foreign exchange drafts. 

^ Secured and unsecured deposits. A third type of classifica- 
tion might be made on the basis of secured and unsecured de- 
posits. The ordinary depositor is merely a general creditor who 
shares in the remaining assets of a liquidated bank after the pre- 
ferred claims have been met. The common method by which a 
banker prefers his creditors is through the acceptance of deposits 
requiring special security. Member banks which obtain deposits 
in excess of $5,000 from the Federal Government must secure 
sucL deposits by pledging United States bonds or other approved 
collateral with the Secretary of the Treasury.® Formerly, such 
deposits carried no legal reserve requirements. Since August 23, 
1935, however, government deposits require the same reserves as 
other deposits. Similar regulations apply to deposits of state, 
coxmty, and mimicipal governments. The deposit of funds by 
the trust department of a national bank with the banking depart 
ment requires the setting aside by the bank of a sufficient amount 
of government securities to make certain that the trust depart- 
ment d^osits are fully secured.® The averagtj depositor is sel- 
dom aware of the existence of depositors ^th preferred claims. 

Perhaps it should be observed in pasSmg that not only are 
the secured creators preferred to that degree, but there are 
other clainas which take priority over those of ordinary depositors. 
Any bank which is compelled to borrow funds to maintain its 
cash position must give the lender special security. Assuming 
that the lending bank (or other institution) requires ample se- 
curity from the- borrowing bank, to that extent the lender is in a 
position of preference over the ordinary depositor. This is true 
whether the borrowing bank obtains funds from its city corre- 
spondent, from the Reconstruction Finance Corporation, or from 
a Federal reserve bank. 


8 Federal Reserve Act, Section 9, and Banking Act of 1935, Sectiopi 324 (d), 
amending Section 19, Federal Reserve Act. , , ‘ 

® Federal Reserve Act, Section 11 (k). ‘ , 
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Protection of Bank Depositors 

It is a fundamental principle of banking that protection for the 
bank depositor must come from sound banking assets. It follows 
from this that the same general measures which are designed to 
protect depositors are also beneficial to the stockholders, whose 
equity in the bank consists only of a residual claim against the 
assets. 

The skill and honesty of the bank’s management have a most 
important bearing upon the safety of the deposits. Barring 
some catastrophic upheaval in the economic Me of the com- 
munity, such as prolonged and acute depression, good bank man- 
agement will adequately protect both the depositor and the 
stockholder. Because proper management is so essential to suc- 
cessful bank operation, and because the public interest is so 
closely tied up with successful banking, the state has seen fit to 
interfere to a varying extent in banking affairs in every part of 
the world. In the United States, governmental interference 
has become very involved and complete. Under the state and 
national banking laws, as well as the laws governing the Federal 
Reserve System, there has grown up an enormous mass of minute 
relations, the majority of which are designed to safeguard the 
depositors and stockholders of banks. They include the regula- 
tion of the volume of capital and reserves and the t 3 rpe of loans 
and investments; the examination of the bank’s affairs by repre- 
sentatives of the state; and the publication of reports of condi- 
tion. The nature of these regulations will be studied in more 
detail in connection with the discussion of the topics to which 
they are related. There are, however, two varieties of attempts 
to protect depositors which may well be examined here. They 
are: (1) the segregation of thrift deposits and (2) the guaranty 
of deposits. 

Segregation of thrift deposits. The advocates of segregation 
of thrift deposits propose that the deposits of a bank should be 
divided into thrift accounts and commercial accounts, each type 
to be kept entirely separate from the other. Funds derived from 
commercial deposits would then be lent or invested as usual, 
while funds from savings or thrift deposits would be placed in a 
special account and invested in an appropriate manner. Prefer- 
ably, the investment of thrift funds should be regulated by rules 
similar to those normally governing the investments of mutual 
saving banks. ' Finally, the assets acquired through the invest- 
ment oJ'thrifiTimds should be set aside for the sole benefit of the 
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thrift depositors. Such a plan involves a complete depart- 
mentalization of banks so far as the two general types of deposits 
are concerned. It also should provide that a proportionate share 
of the bank’s capital and surplus be allocated for the benefit of 
each type of deposits. This is essentially the plan provided by 
the laws of Calif ornia.“ Although this procedure results in what 
is virtually a separate bank for each t3T)e of business, there is 
stni the advantage of combining the several different banking 
services under the same roof and under the same management. 

What are the reasons for segregation? Perhaps' the reason 
most frequently given is that segregation of assets behind thrift 
accounts is necessary to protect the thrift depositor in case of 
runs on the bank. Thrift accounts, like all time deposits, are 
payable not on demand but at a certain designated time, or after 
the expiration of a given length of time after notice of intention 
of withdrawal is given the bank. Normally such deposits have 
been payable on demand, but under pressure banks are able to 
resort to their legal privilege of postponing payment by refusing 
to pay time certificates until due and by requiring notice on sav- 
ings deposits. This policy puts the time depositors at a serious 
di^vantage in the event that confidence in the bank is im- 
paired. The banker’s efforts to remain open and regain lost con- 
fidence may result in a liquidation' of the better assets to pay off 
the demand depositors, leaving the slow and peihaps poorer 
assets for the time deposits. Such situations have arisen, ' but the 
case for segregation of assets for thrift accounts is stronger if put 
upon other grounds. 

It may happen that a bank with both demand and time de- 
posits becomes subjected to a quiet run by the demand depositors 
whidi eventually drains the bank of its best and most liquid 
assets to the detriment' of the holders of thrift accounts who were 
unaware of the run. Naturally, the nonthrift time deposits 
would be drawn out in the same fashion as the demand deposits, 
within the limits of maturiti^ and required notice. If the run 
became so pronounced as to cause the banker to' require notice 
for the withdratvaJ of savings accounts, the damage would have 
already been done: Such notice requirement wouM complete the 
loss of confidence of the demand depositors «Hid would result in 
the closing of the bank for the “protection of i the depositors.” 

1926 eleven states required some fonn of segregation ,of saving i<le- 
poat assets^ These were: California, Connecticut, Maine, Mass£M3h^^, 
Michigan, Minnesota, New Hampshire, Oregon, Rhode Island, . Texas, and 
Wyoming. Federal Reserve Bulletin, 1926, Volume. 12, p. 416. ' * ' ^ 
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This result is inevitable unless the amount of demand deposits 
is small in relation to that of time deposits. 

Some support for the view that time deposits are at a disad- 
vantage in relation to demand deposits is found in the fact that, 
in a group of suspended banks selected for study, demand de- 
posits declined more rapidly than time deposits during the last 
month preceding suspension.^^ 

In any event, the. need is clear for some protection of thrift 
deposits which represent the accumulations of funds for emer- 
gencies and for old age by individuals who for the most part have 
small incomes. Insofar as possible, they should be protected 
against losses of their savings and still be given as good an inter- 
est return as is compatible with security. Such a desirable result 
under our system of banking cannot be accomplished without 
segregation of assets. Commercial banks, whether we like it or 
not, are compelled to engage in many lending activities which are 
speculative in nature. From the very nature of things, they can- 
not avoid risks in making loans. They are in the midst of a 
d 3 mamic business world, and are constantly being called upon to 
make decisions on problems whose outcome is uncertain. The 
existence of a considerable degree of rids is in a way less objec- 
tionable to the average commercial depositor than to the thrift 
depositors. The very hazard to which his deposits are subject be- 
comes unimportant in view of the fact that the existence of such 
hazards is essential if he in turn is to be able to borrow readily in 
time of need. Such hazards, fortunately, can be minimized by 
careful bank management, adequate capital, and a reduction 
of serious depressions in business. But the thrift depositor is en- 
titled to be free from such hazards, not only because he does not 
directly benefit from them as the commercial depositor does, but 
also because he is much less able to assume them. 

The most vital reason for desiring segregation of assets behind 
thrift deposits arises from the fact that only in this fashion can 
proper security be afforded. The very favorable experience of 
the mutual savings banks during the years of banking collapse 
(1921 to 1933) is ample evidence that such security can be had 
if proper regulations are set up. Perhaps there was some excuse 
in earlier times, when savings were scarce and the demands for 
capital to develop new areas were tremendous, for the failure to 
set up proper facilities to care for the needs of thrift depositors. 

€^. ' f M , of the Timing of Deposit Eeductions Prior to Sus- 

peMoh - ip ^e^eicted Group of Banks,” Federal Reeerve Bulletin, June, 1939, 

pp . 468-47a . \ 
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Such an excuse is no longer valid. .The fact that segregation of 
thrift accounts from commercial accounts is not practiced by the 
Canadian and English banks is, of course, no evidence of its 
undesirability. Their high-grade management, coupled with the 
branch banking system, which possesses more inherent stability, 
undoubtedly gives the thrift depositor considerably more security 
than American banks without segregation are able to provide. 
The introduction of a system of insurance of bank deposits by the 
1933 and 1935 banking acts obviously reduces the need for segre- 
gation among banks which enter the system. However, the fate 
of the insurance system cannot be considered settled as yet. If 
it should eventually be terminated or should fail to give adequate 
protection, the need for segregation would immediately arise once 
again. 
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THE GUAEANTY OF BANK DEPOSITS 


General problem. Depressions which result in numerous bank 
failures usually bring agitation for some form of guaranty of 
bank deposits to protect the depositor from loss. As early as 
1829, the state of New York attempted to accomplish this 
through the Safety Fund System, which was established to guar- 
antee the payment of notes and deposit obligations of the banks 
of that state. After the panic of 1893, a movement was again 
started to guarantee deposits, but it failed to achieve any tangible 
results in the form of legislation. Modern experience with guar- 
anty of deposits followed the panic of 1907. The year 1908 saw 
the inauguration of a compulsory system of bank deposit guar- 
anty in the state of Oklahoma, followed by guaranty legislation 
in seven other states; thus eight states tried a sj^tem of guaranty 
in some form or other. The results of these experiments were 
such as to dampen the enthusiasm of people who had previously 
advocated the plan; In times of good business and up to the de- 
pression beginning in 1920, they worked well. However, bank 
failures became so numerous during and after this depression that 
in every case the burden became .too great and the systems col- 
lapsed. 

Standard by which guaranty of deposits must be judged. In 
discussing the question of guaranty of deposits, one must first 
ask what is to be attempted and what is to be ^e standard for 
measuring the probable results. Such a far-reachmg matter as 
a guaranty of deposits on a nationwide scale can be justified only 
upon the basis of public good. What, then, is a proper standard 
for measuring the public good involved? Obviously, it is not 
to be found iperely in the fact that a guaranty system might 
shift the burden of losses from the backs of bank depositors to 
someone else, It may be contended that bank depositors as in- 
dividuals must take their chances of loss along with other lenders 
and 'investors. - To make a case for a guaranty system, it is neo- 
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essary to show with reasonable certainty that the economic 
system would actually reap some net gain over and above the 
gain it would realize without such guaranty. This, in turn, in- 
volves several questions: 

1. How may a guaranty system be expected to affect the qual- 
ity of banking practice and the fundamental strength of the 
banking system? 

2. Win it favorably or unfavorably affect the abiliiy of the 
banks to serve their commimities? 

3. Is there sufficient reason, involving pubhc policy, for taking 
such extraordinary measures to protect bank deposits when cred- 
itors in other businesses receive no such protection? 

4. Will the direct burden involved in guaranteeing deposits be 
intolerable to those who will have to assume it? 

Guaranty of deposits and quality of bank management. 
First, will a guaranty system encourage ‘ffiad banking”? Will 
the irresponsible and dishonest banker be more able than before 
to deceive the public, so that the whole system will degenerate? 
Will incompetence be increased? Bankers have often gone on 
record as opposing guaranty of deposits on this ground. . It is 
argued that, with ah deposits equahy well protected, the public 
win no longer base its dioice of banks on the security afforded by 
the conservation of the management, but wih patronize the 
banker who pays the higher interest rate. This in turn would 
result in comi)etition whidh would be disastrous to sound bank- 
ing. Cogent as this reason undoubtedly is, its validity is neces- 
sarily based upon the assumption that- depositors: (1) are able 
to choose their bankers intelligently — ^that they are able to dis- 
tinguish between a sound and conservatively managed institution 
and one not so managed; and (2) choose their banking connec- 
tions solely because of a fancied security of deposits and interest 
pasrments. As to the first assmaption, there is little- evidence 
that the average depositor is able to make an intelligent choice 
of banks. It is no secret that the impoamg statement of assets 
and liabilities is quite as successfuhy used by the unscrupulous 
and unsound banker as 1^. the better bankers, arid that the public 
in general is entirely incapable of making aj^ use of such state- 
ments in determining where to place its deposits. The depc^itors 
in the thousands of banks which suspended without reopehing 
since 1^1 are eloquent testimony of the helplessness of the aver- 
age depositor. Moreover, the dangerous competitiaB df thanks 
offermg higher interest on deposits h^taonfronted the eonsedva- 
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tive banker for many years. Would not these considerations 
tend to support the contention that the depositor, even with no 
guaranty, is quite unable to distinguish between the sound and 
the unsound banks? The common clearing house agreemeiits, 
limiting the interest paid on deposits, which existed before de- 
posit insurance was started, are further evidence that such a dan- 
ger exists even in the absence of a guaranty system. In general, 
it seems fair to conclude that, with a guaranty system, the small 
depositor will be no more iticlined to patronize the unsound 
banker than before. The larger depositor is probably no more 
impressed by interest pasrments than he is by the opportunity to 
maintain banking connections with institutions which are in a 
position to give him adequate service, sound financial aid, and 
guidance. Here the sound banker of established reputation is 
quite as well off under a system of guaranty as without such a 
system. He caq still reap the rewards of his experience and 
sound judgment. • • ■ ■ ■ • 

To offset possible tendencies toward lax banking induced by a 
uniform system of guaranty- of deposits, there must be more eye- 
ful and effective supervision of banking practices. Such im- 
provements are needed in any ev^t; ’Obviously,- more care 
should be used in tiie issue Of diarters in prosperous times to 
prevent . “overbanking,” and effective means' are Required for 
ridding the' banking world of individuals who engage in shady 
and unsound practices. ■ A guaranty system strengthens the 
hands of the supervising officials in managmg difficult' cases. 
Without it the officials are reluctant to take any strong measures 
against bankers violating the law and'the rules of sound banking 
practice for fear of unfavorable consequences to the credit stand- 
ing Of the remaining banks of the coihnnmity. Under a system 
of guaranty, this need not be an issue, and' the supervising officials 
may with impunity older the institution dosed and its affairs 
wound up or may compel' the withdrawal of offendilig officials, 
with resultant mvings to both the depositors and the stock- 
hoMera MnaSy, iti^uM he remembered that without a guar- 
anty system the maap method which we have had for ridding the 
oondmunity of incompdient bankers is to let them fail. This 
method is still possible unefer a guaranty system. The unsound 
and incOTapetent banker can fail quite as effectually under a 
guarmity S5rstem as without it. Conversely, the rewards of the 
gOund-baak^’in the form of profits derived from long and sue-; 

will remain. It is fair to conclude that 
the objection that a guaranty system wiU ruin the banking sys- 
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tern by enabling the weak, incompetent, or irresponsible banker 
to gain at the expense of the sound, conservative, and able banker 
is less important than it might appear at first consideration. 

Effect of guaranty on functioning of banking system. The 
second question which should be raised is the probable effect of 
a system of guaranty of deposits on the functioning of the bank- 
ing system. In answer to this, one need only draw upon the ex- 
perience of the state attempts to guarantee deposits, where it 
was found that runs on banks were practically aboUshed. In 
view of the frantic efforts of banks to maintain a position of 
liquidity in times of crisis and under the pressure of runs, and the 
consequent reluctance of some to make time loans of any kind 
even on good security, it seems probable that a guaranty of de- 
posits will enable the banks to give better service to the business 
community. 

Does public policy require some form of guaranty protection 
for deposits? The third question raised is this: Is there any 
real public advantage in a guaranty system which shifts the risk 
from the shoulders of the depositors to someone else? Is the 
shock to a community resulting from the loss of depositors’ funds 
of sufficient importance to justify an attempt to cushion it 
through some form of insurance? The president of an important 
New York Gty bank is reported to have said ini opposition to 
guaranty of deposits: “There is no more reason to guarantee 
banks that are not run well than there is to guarantee department 
stores or industrial concerns that are badly run,” This remark 
is a bit misleading, for it implies that a guaranty of bank deposits 
constitutes a guaranty of the bank. Such an interpretation is 
inaccurate. There is no attempt to guarantee that the banking 
venture will turn out profitably for the owners. If the bank 
is not soimdly operated, the stockholders stand to lose with a sjrs- 
tem of guaranty quite as readily as without. The real question 
is whether or not the community welfare is so intimately tied 
up with the continued functioning of its banking system and the 
safety of its bank deposits that it is desirable to lessen the shock 
by ^reading the loss. Any person who has witnessed the par- 
alysis which seizes a community that has suffered bank failures 
realizes that this is at least a reasonable question, not to be dis- 
missed by sweeping generalities. The salutary effect on the 
economic life of the country as a whole from abolishing runs on 
banks and reducing the ^ock from bank failures suffered by 
particular communities can hardly be denied, Althopgh; dii&r- 
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ent in its application, its immediate results are somewliat similar 
to those of fire insurance, the essential advantage of which lies 
in the reduction in the shock by spreading the loss. 

Financial burden of guaranty. The fourth question to be 
faced is a vital one. Will the burden of bank failures be so great 
as to bring down the good bankers with the bad? This, of 
course, assumes that the burden is to rest on the bankers them- 
selves. Obviously, the burden of bank failure must be borne by 
someone, regardless of whether or not there is a guaranty system, 
a point often overlooked. The experience of the eight states that 
tried a guaranty system was so unfortunate as to lead many to 
believe that guaranty of deposits on a sound and equitable basis 
is impossible. Without exception, these systems worked well in 
fair weather, but were unable to withstand the load of general 
depression. The burden placed upon the bankers who remained 
solvent became intolerable and resulted in the eventual aban- 
donment of the attempt in all states. As a result of this im- 
fortunate experience, it is often assumed that deposit guaranty of 
any sort is doomed to failure. The collapse of the guaranty sys- 
tems tried in the eight states can be traced to two main causes; 
first, inadequate supervision of the system in several instances 
may be blamed for part of the difficulties; and. second, individual 
states were unable to furnish adequate diversification of risk. 

Experience with Guaranty System 

The experience with deposit guaranty in the eight states which 
tried it is sum^narized in Table 3. 

The Economic Policy Commission of the American Bankers 
Association made a careful study of the experiments with deposit 
guaranty in the we^m states. Sohle of their conclusions are 
quoted here: ^ . 

These lessons of .experienoe appear to demonstrate conclusively that in 
practice the guaranty of deposits plan generally tended to induce an unsound 
expansion in- the nupibty of banks and the volume of bank deposits under its 
supposed, protection. This Was clearly connected with "the indiscriminate 
popule,r conhdehoe created toward the banks under the guaranty. Urmeeded, 
undersized and unsound banks, as well, as unqualified bank operators, were 
enabled to command pubhc’ patronage because of the belief that the banks 
in the state, syst^ were guaranteed by the state and therefore the depositor 
could rmt lose. 

, ^,!FM ,Gvarmty of deposits, 1933, quoted with the permission oS the 
. Amen w Rankers Association. 
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TABLE 3 


Expeeiencej with State Systems of Deposit Guaranty* 





Assess- 

ments 

Deficit 

at 

Failure 
Rate of 
Guaran- 
teed 


Failure 
Rate of 
Na- 
tional 


Begy/n Ended 

Paid 

End 

Banks 

Years 

Banks 

Oklahoma . . . 

. 1908 

1923 

$3,700,000 

$7,500,000 

35.6% 

(1908-24) 

7.6% 

Nebraska 

. 1909 

1930 

17,700,000 

20,000,000 

38,4 

(1921-30) 

19.6 

Mississippi . . . 

. 1915 

1930 


5,000,000 

16.0 

(1920-30) 

10.0 

South Dakota 

. 1916 

1927 


36,769,000 

42.0 

(1924-27) 

33.5 

North Dakota 

. 1917 

1929 

2,000,000 

14,000,000 

50.0 

(1919-29) 

35.0 

Kansas 

Texas 

. 1909 
. 1910 

1929 

1927 

2,685,000 

7,175,000 

5.9 

(1922-24) 

15 

Washington .. 

. 1917 

1929 

, 825.000 

1.400.000 


* 



♦Compiled from the report on The Guaranty of Banh Deposits hy the Economic 
Policy Commission of the American Bankers Association. 


The rate of bank failures was greater among guaranteed banks than among 
nonguaranteed banks doing business side by side with them. This produced 
a higher rate of loss than the guaranty funds, set up by assessments against 
, member barto, were calculated to meet and resulted in the insolvency of the 
funds, their financial breakdown, and large deficits in unpayable claims in the 
hands of disappointed depositors. 

This inadequacy of the funds occurred even though the assessments on the 
member baite were oppresavely high. Higher assessments, sufiBicient to sus- 
tain the funds, would have driven many bants out of business. In one case, 
where the method of ass^ment was such as to pennit exactions from sound 
banks sufficient to meet the claims against the fund in full, the impairment 
of sound banks was so great as to cause serious public al^rm and to force 
abandonment of Uie plan. ‘ ' ‘ 

The apparently unsurmountable actuarial difficulty in thb guaranty plan 
appears to be the impossibility; of plaeii^ • it on the basis of fleeted risks. 
For one thing, the causes lea(&g to many bank failures arose from general 
and wholly unpredictable eccjnomic conditions far broader than the field of 
banking experience itself. Again, either unrestrietive laws as to chartering 
new banks or lax administration of the laws adinitted to the plan a large 
volume of banking of a character that created abnormally high volumes of 
claims upon it. Even where no great increase was allowed in l^e number 
of banks, and therefore a certain d^r^ of numerical selection of risfe pre- 
vailed, internal deterioration of banking upder the influence of the plan tended 
to native this selectivity. From such c^iises^ therefore, ‘^a^ baiddbg. and 
higher mortality among title guaranteed banks destroy^ the balance 

b^^ the risks and the r^rveS cheated % the ^e^ent. ’ ; 

As a matter of unbiased history, therefore, de|)qsifs,plari 

proved fallacious and unworkable, whethef froul tlie j^iiit'of vie\^ of baiddeg 
practice, actuarial science as applied to the insurability of ban^ deporit^,' the 
effects on the human element within bankmg, the effects on the pubUcr atttthde 
tow^d baidcs, the attitude of puldic bank supemsOiy^ 
their duties and administrative functions, or the fortifying Of 
structure to withstand adverse economic conditions. 
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These historical experiences show that the guaranty plan is inherently fal- 
lacious and based on erroneous premises and assumptions. It has proved to 
be one of those plausible, but deceptive, human plans that in actual applica- 
tion only serve to render worse the very evils they seek to cure. 

The Present Deposit Insurance System 

The first attempt to develop a nationwide system of insurance 
of bank deposits was undertaken in connection with the Banking 
Act of ,1933. Congress then amended the Federal Reserve Act 
by adding Section 12 B, which provided for the insurance of de- 
posits of all Federal reserve members and qualifying nonmember 
banks. As originally enacted, the law provided a temporary 
plan of insurance which was to be in force from January 1, 1934, 
until July 1, 1934, at which time a permanent plan was to go into 
operation. The temporary plan was designed to bridge the gap 
until the permanent plan could be started. 

Temporary plan. The temporary plan provided for the insur- 
ance of the deposits of all member banks licensed to operate by 
the Secretary of the Treasury, and the deposits of honmember 
state banks whose solvency had been certified- to the Federal De- 
posit Insurance Corporation by state supervisory authorities. 
Each insured bank was required to pay into a central fund an 
amount equal to % of 1 per cent of deports eligible for insurance, 
with an equal amount, in addition, subject to call. The maxi- 
mum insurance imder this temporary plan was $2,500 for any 
individual depositor. Under this temporary plan aU member 
banks and most nonmember banks able to qualify were insured. 

Original, permanent:, plam. , The permanent insurance which 
was to have gone into effect on July 1, 1934, would have changed 
the basis for deposit insurance from a flat $2,500 maximum fully 
covered, as under the temporary plan; to the following sliding^ 
scale formula: • / 


100% coverage on ai deposits not exceeding $10,000 
76% coverage on -excess of deposits above $10,000 up to $50,000 
, 60 % coverage OB 2 any excess of deposits above $50,000 


Moreover, each insured bank was to subscribe to stock in th© 
Fed^al Deposit Insurance Corporation to an amount equal to 
^ of ;l .per cent, of, ite total deposit liabilities. One half of this 
su^^ipfion w^ to be puid in full, and , the- other half, was to be 
<aall. ^6 funds of th© Federal Deposit In- 

h^iiime ^pleted, the iosured banks were to 
“be stese^^ ait tete rate of ^ of -1 per cent of their total deposits. 
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The opposition to the permanent plan became so strong that 
its inauguration was postponed until a more satisfactory law 
could be formulated. The objections were: (1) it unnecessarily 
increased the volume of deposits covered by insurance (96.5 per 
cent 0 ? the total number of accounts in member banks were en- 
tirely covered by the $2,500 limit of the temporary plan) ; (2) the 
assessment on the basis of total deposits was unfair to the larger 
banks, which had mainly large accounts only partially insured; 
and (3) the banks were subject to unlimited assessments to re- 
plenish the fund. A new law approved August 23, 1935, modified 
the old permanent plan to meet some of the criticisms. During 
the intervening period (July 1, 1934 to August 23, 1935), the 
temporary insurance plan continued to operate in the same man- 
ner as during the first six months of its existence, except that the 
insurance coverage was raised from' $2,500 to $5,000. 

Present deposit insurance. The new permanent plan, effec- 
tive August 23, 1935, provided for the same basic organization as 
the original plan. The Federal Deposit Insurance Corporation 
is retained, with somewhat increased authority. Its funds are 
derived from three sources : ( 1) the United States Treasury sub- 
scribed to $150,000,000 in capital stock; (2) each Federal re- 
serve bank was required to subscribe to shares of stock equal to 
one half of its surplus account as of January 1, 1934 (this 
amounted to $139,299,556.99) ; and (3) each insured bank cop- 
hibutes annually of 1 per cent of its average deposits.* The 
assessment is to be paid semiannually and is to be computed by 
multipl 3 dng the rate (/44 of 1 per cent semiannually) by the as- 
sesanent base, which is the average daily difference between total 
deposits and total uncollected items credited subject to final pay- 
ment. For this purpose deposits payable only at an office out- 
side the United States or any of its dependencies are excluded. 
At the option of the bank, any deposits payable only at a branch 
located in one of the depaidencies of the United States may be 
excluded from the insurance provisions and the assessment base. 

The Federal Deposit Insurance Corporation is under the man- 
agement of a board of directors consisting of the Comptroller of 
the Currency and two others appointed by the President. The 
corporation is empowered to appoint examiners with pow^” to 
examine aU insured nonmember state banks, any national banks 
with the writteii consent of the Comptroller, and any state 'mem- 
ber bank with written consent of the Board of Golr^drs of the 
Federal Reserve System. The corporation shall be appointed 

* Until six months after the end of the war deposits subject to assessment' need 
not include balances to the credit of the United States Treasury arising solely 
'from subscriptions to Government securities. (Act of April 13, 1943.) 
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receiver of all failed national banks and shall accept appointment 
as receiver of failed insured state banks when such receivership 
is tendered by state supervisory authorities under the state law. 

As soon as possible after failure of an insured bank, the corpo- 
ration shall make available to each depositor the amount of the 
insured deposits, either by transferring it to another insured bank 
in the same community, by depositing it in a new national bank 
with a temporary organization if public interest so requires, or 
by direct payment to depositors. If a new bank is organized by 
the corporation, it may accept deposits, to be held in cash or the 
equivalent, or to be invested in government securities, pending 
sale of stock and completion of organization or the sale of its 
assets and transfer of its liabilities to another insured bank. 

The corporation may issue obligations, which are eligible for 
purchase by the Secretary of the Treasury at his discretion, in an 
amount not more than three times the amount received in the 
sale of its capital stock and the assessments on insured banks for 
the year 1936. The corporation is required to prohibit the pay- 
ment of interest on demand deposits and to limit the interest paid 
on time and savings deposits of insured nonmember banks. It 
is also required to prohibit the payment of time deposits of such 
banks before maturity except under regulations of the same sort 
as are set up by the Board of Governors for Federal reserve mem- 
bers. 

Any nonmember insured bank may termiaate its insured status 
upon ninety days’ notice. Member banks are required to be 
insured, '^enever an insured bank is guilty of continued un- 
sound practices or violation of law, the Federal Deposit Insur- 
ance Corporation shall notify the supervisory authorities con- 
cerned regarding such practices or violations. If conditions are 
not improved within one hundred twenty days (or less, as de- 
termined by the authorities concerned), the corporation may give 
the bank at least tiiirty days’ notice- of intent to terminate the 
insured status of the bank and set a time for hearing of the case. 
If the corporation finds the charges substantiated, it may order 
the termination of the bank’s insured status, publish notice of 
the same, and require the bank to give notice to all depositors to 
that effect. After the termination of insured status, existing de- 
posits shall continue to be insured for a period of two years, and 
the bank is liable for the regular insurance assessments. New 
deposits or additions to old deposits, however, are not insured. 
Since national banks and Federal reserve members cannot be un- 
insured, natiajial banks under the drcumstances. areput into the 
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hands of a receiver, and state member banks must give up mem* 
bership in the Federal Reserve System. 

As the funds of the corporation accumulate, they may be 
invested in obligations of the United States or in obligations 
guaranteed by the United States, dr temporarily deposited with 
the Treasurer of the United States or in any Federal reserve 
bank. 

The corpcnration is subrogated to the rights of the insured de- 
positors of the closed banks to the extent that it is entitled to 
receive the same dividends from the proceeds of the assets and 
recoveries on account of stockholders’ liability as would have 
been payable to the depositor on a claim for the insured deposit. 
The depositor retains his claim for any uninsured portion of his 
deposit. The corporation, therefore, is in the position only of 
a general rather lhan a preferred creditor. 

Not only is the corporation to act as receiver of all failed na- 
tional banks and, where permitted, of failed insured state banks, 
but it may also purchase or make loans upon the assets of failed 
insured banks to facilitate the liquidation process. 

Insurance of mutual savings banks. Owing to the dissatisfac- 
tion of mutual savings banks with the original plan to insure 
their deposits on the same basis as other banks, the present law 
provides ihat the Federal Deposit Insurance Corporation, at its 
discretion, may establish a fund for the sole purpose of providing 
insurance for mutuals. Should this be done, a lower assessment 
rate for such banks may be established. Although the return of 
mutual savings banks in New York to the Federal deposit insur- 
ance system in 1943 has led to some pressure for’ the establish- 
ment of the separate fund, no action has been taken in this 
direction. Amendments to the law in 1934 first provided for a 
separate mutual savings bank ftmd. Early in 1934 the State of 
New York passed a law permitting 75 or more mutual savings 
banks with not less than 50 par cent of the' savings bank deposits 
of the state to set up a mutual fund for the insurance of deports. 
As a result, 135 of the 138 mutual savings banks of the state 
joined the mutual deposit system.^ Massachusetts likewise had 
a similar arrangement.' During the year 19^; 146 mutual sav- 
ings banks carryinjg oVer $6,^X1, 0(X),000 ih depoats withdraw 
from the Federal insurance systeml At the end? of the year,’ 68 
mutual savings' banks with $l,045,000,£fe0 'm depoate remained 
in the Federal insurance , system as compared .-toH s 5()6 mreituals 


2 Benson, Philip A., “Mutual Savings Insurance JHinds,” Amerieaa Bonier* 
Ai^oeiation, Journal, August, 1934. 
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having $8,690,000,000 in deposits uninsured in the Federal fund. 
The special funds for mutuals of the states of New York and 
Massachusetts furnished not only deposit insurance service, but 
rediscount facilities for their members as well. In Massachu- 
setts, the Mutual Savings Central Fund was established in 1932 
to provide discount facilities, and its powers were extended in 
February, 1934, to include full insurance coverage for deposits. 
Membership is compulsory. Table 4 shows the insured posi- 
tion of mutual savings banks at the end of 1934. . In September 
1943, the Mutual Savings Bank fund of New York was aboli^ed 
and the New York mutuals again entered the Federal deposit 
insurance system. 

TABLE 4 . 

Mtjtttal Savings Banks, Dbcbmbbsb 31, 1934* 

Number of Total' Deposits 

' Banks (In Millions of Dollars} 

Insured by the Ped. Deposit- Insurance 

Qorp 68. 1,045 

Members of the Savings Bank Trust Co. 

of New York : 135 4,648 

( Members of the Mutual Ssivings Central . . . 

Fund, Inc., of Mags: JOS; “ r ' < i s : 

All other mutual savings banks ' 178 ' ^ 1,990 ‘ , 

Total 574 9,735 

♦ Annual Report of the Federal Deposit Insurance Corporation, 1934, p. 66. 

Federal reserve membership for insvffed banks. All banks 
which are . members of the Federal Reserve S 3 ^em must be in- 
sured. A lafge fraction of the insured banks, about one half, 
in fact, are therefore member banks. There is no requirement, 
however, that insured banks must become members. '• As origi- 
nally passed, the deposit insur^ce law provided that all insured 
banks must ultimately jpln ihe Federab Reserve System, but the 
opposition of iianks led to the abandomhent of this 

requirement. ; ivr 

. T^?pe of .i^:tsured. An “insured deposit” under the 

pre^nt law defined as “the netiamount due to any deposit or 
deposits in an insured baids: (after deducting offsets) less any part 
thereof which is in excess of $5,000.” For the purpose of deter- 
mining the amount owed any depositor, all deposits in the bank 
ibi'h’fe beiiOfif^'eithe'F in his own naine or in the name of oth^s, 
combined. • i 

; , Trust funds held in cash, awaiting investment or disposal, are 
considered separately from other deposits regardless of the bene- 
i fi<aary, and each separate trust fund is insured up to $5,000. 
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Probable adequacy of insurance fund. The present insurance 
fund is to be maintained solely out of the accumulations resulting 
from an assessment of of 1 per cent of the total deposits of 
the insured banks. Thus the criticism that in times of heavy 
failures sound banks will be dragged down by the burden of fail- 
ures is avoided, since no provision is made for extra assessments. 
To care for the contingency of concentrated failures which might 
exhaust the fund, the corporation is granted the borrowing power 
described above. Within the limits of this borrowing power, the 
Federal treasury is behind the fimd, since it may purchase the 
corporation’s obligations. 

A question naturally arises as to the adequacy of the annual 
assessments to meet the probable future costs of deposit insur- 
ance. It has been estimated that if a collection of an annual 
premium or assessment of %o of 1 per cent against national banks 
had been made from 1863 down to the beginning of 1933, these 
receipts, plus the unused balances accumulating at 3 per cent in- 
terest, would have covered aU of the losses from failed national 
banks, and there would have been a surplus of $154,000,000 at the 
beginning of 1933.® The Annual Report of the Federal Deposit 
Insurance Corporation for 1934 gives an estimate of -the annual 
losses for the period 1865 to 1934 per $100 of deposits in active 
banks as follows: * 


Losses on Deposits Insurable 
Total Losses under the iSfiOO Limitation 

Naticml banks $527 '$.149 

State banka .412 528 

All banks 524 544 


If these .figures are correct, one may seriously question the ade- 
quacy of an assesanent of of 1 per cent to insure flie deposits 
of aU banks unless very definite reforms can be instituted to im- 
prove banking practices and reduce failure losses. 

The experience of the FDIC. During the first seven years 
of its operation (1934-1940), the FDIC w‘as able to nieet all the 
losses on failed banks, pay its expenses of operation, and accumu- 
late a substantial surplus. The results of its operations appear 
in Table 5. 


•Taggart, J. H., and Jennings, L, D., “Inaiiranee of Bank Deposit^” Jowrml of 
Political Economy, August, 1934, p. 508. 

*P.90. 



. THE GUARANTY OF BANK DEPOSITS 105 

TABLE 5 

Income and Expenditures of the Fedeseial Deposit Insurance Corporation 
FOR THE Years 1934-1940 


Assessments paid by insured banks $211,105,027 

Interest earned and profits on sale of securities 63,401,243 

Total income $274,506,270 

Total disbursements to depositors of failed banks 

and to assist in bank mergers $228,233,820 

Estimated recoveries 182,457,406 

Net losses and expenses of deposit insurance $ 45,776,414 

Administrative expense and other charges 22,044,582 

Total expenses of operation ; . . . $ 67^20,996 


Excess of income over total operating expense 
carried to surplus $206,685,274 


Statement op Assets and Liabilities op the Federal Deposit 
Insurance Corporation, December 31, 1940 


Assets 


Liabilities 


Cash $20,460,790 Capital stock . . 

U. S. bonds . . 384,513^56 $404,974,646 Surplus 

Assets acquired through . 

suspensions and mergere liabilities 

less reserves for losses. . 92,172,173 Total 

Miscellaneous assets . . ’ . . 61^73 

Total assets $497,208,692 

During the &st seven years of the Federal Deposit Insurance 
Corpcffation’s operations, 358 insured b^nks were closed. Three 
of lliese were subse<|tiently reopened or taken over by other in- 
sured banks. The temaming 355, having 1,183,379 depositors 
and total deposits ’of $438,625,(^, were liquidated or were 
merged with the aid'bf loans from the corporation. Of the total 
deposits in these haaiks; • 97.8 per cent were made available 
promptly and witholit lo^ to the depositors. 

On December 31,1940, 13,442 commOTcial banks and 53 mu- 
tual savings banks were insured. Of the commercial banks, 
6,144 were national;" li, 342 Were state member, and 6,966 were 
nonmember banks. ' At! the same time, there were about 900 
nenihsaired eommerc^ banks, whose depoats were between 2 
atnd 3 p^: cent of total dqK>sits of all commercial banks. In 
SeptemlKs?, 1933,’ it' v^'repwted that 98.4 per cent of the ac- 
qonhits m insmed bommertlal banks were fully insured undm’ 
&e $5,00ft!!iimlta^m^ ‘The total deposits of these banks, how- 


$289,299,556 

206,685,274 

1,223,862 

$497,208,692 
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ever, amounted to 48 billion dollars, of which 21.7 billion dollars 
were covered by insurance. 

In spite of the general acceptance on the part of bankers of 
the principle of deposit insurance as embodied in the present law, 
there have been some objections to particular details. For ex- 
ample, there is a feeling among the larger bankers that they are 
compelled to carry an inequitable share of the load of deposit 
insurance. Insured banks with deposits of over $50,000,000 
number 120, but they carry approximately 55 per cent of the 
total deposits of insured banks, and are therefore paying 65 per 
cent of the premiums which go to maintain the FDIC. Yet 
these banks receive insurance coverage upon only about 26 per 
cent of their deposits. Although there is some truth to the con- 
tention that the larger banks are carrying more than their share 
of the financial burden, it by no means follows that they should 
be relieved of it. Because of their superior earning power they 
are undoubtedly in a better position to bear this burden than 
many of the smaller banks. At the same time, they obtain much 
indirect benefit from the insurance of the deposits of the country 
banks with whom they deal and in whose continued solvency 
they have a very real interest. 

A second objection is beginning to be raised in respect to the 
size of the semiannual premium of Yzi of 1 per cent. It is 
pointed out that the assessments collected from the insured 
banks have so far been 4^ tunes the losses and expenses. 
Therefore, some bankers are beginning to ask for a reduction in 
the premium paid to the FDIC by. insured banks. It should be 
slated unequivocally, however, that such suggestions do not as 
yet merit any serious attention. If there is anything which the 
history of bank failures and losses teaches us, it is that without 
a vastly improved long-run record in American bank failures, 
the present premium or assessment of ^2 of 1 per cent an- 
nually cannot be expected to meet losses during years of acute 
depression unless a very sizable backlog is accumulated dming 
the more favorable years. 

Attempts of FDIC to strengthen insured banks. The ulti- 
mate success of deposit insurance rests upon the soundness of the 
insured banks. That excessive failures will inevitably result in 
the undoing of the whole project is amply demonstrated by the 
experiences of the individual states which tried deposit insur- 
ance. Care must be taken that bankers shall not rely upon the 
insurance rather than upon sound management methods to com- 
mand public confidence and attract business. Such a loosely 
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knit banking structure as ours can hardly be relied upon to fol» 
low conservative and sound practices without fairly rigorous 
supervision. Under deposit insurance this supervision has been 
considerably strengthened. 

The relatively poor showing of state banks belonging to the 
Federal Reserve System during the troubled times between 1929 
and 1933 indicated clearly that membership in the Federal Re- 
serve System alone was no guaranty of good management. Al- 
though the Board of Governors of the Federal Reserve System 
(called the Federal Reserve Board before 1936) had authority to 
examine member banks, the exercise of this right involved dupli- 
cation of the efforts of the Comptroller of the Currency (who 
has supervision over national banks) or the state bank examiners. 
Consequently the Federal reserve authorities normally accepted 
the report of the state or national bank examiners without any 
independent examination of their own. Since 1933, however, 
the Federal reserve authorities have adopted a policy of examin- 
ing aU state-chartered member banks at least once each year. 
The Federal Deposit Insurance Corporation has specific power 
to examine insured nonmember banks; to examine national banks 
with the consent of the Comptroller of the Currency; and to 
scrutinize state member banks with the consent of the Board of 
Governors. It has, therefore, adopted the practice of making 
annual examinations of each nonmember insured bank, with ad- 
ditional examinations when conditions seem to warrant them. 
Further, it has authority to require aU insured member banks to 
submit reports, and it has access to any reports to and results of 
examinations by the Comptroller and the Federal reserve banks. 
The Federal Deposit Insurance Corporation is therefore in a good 
position to detect and act upon poor management policies of the 
nonmember state banks. Its control over national and state 
member banks is stiU rather ill-defined and has led to proposals 
that power of examination and supervision of all insured banks, 
member state and national banks, as well as nonmember banks, 
should be concentrated in the hands of the Federal Deposit In- 
surance Corporation. 

As a means of preventing the admission of unsound banks to 
insured status, the Federal Deposit Insurance Corporation ex- 
amines all applicants. The chartering of new banks has pre- 
sented something of a problem. It has been generally agreed 
that a serious fault in the American banking system is to be 
found in the chartering of banks in locations already adequately 
supplied with banking facilities, a practice leading to a tendency 
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toward cutthroat competition and unsound banking practices. 
In an attempt to forestall a repetition of excess chartering, the 
Federal Deposit Insurance Corporation has endeavored to per- 
suade state authorities not to grant new charters until it has ex- 
amined each local situation and has agreed to admit a new bank 
to the deposit insurance system. 

Since many banks were admitted to membership in the insur- 
ance system with little if any real “sound capital,” there has 
been a definite effort to increase the stockholders’ equity in in- 
sured banks. The rule has been laid down that the “net sound 
capital” of all insured banks should equal at least 10 per cent 
of a bank’s deposits.” Finally, as a means of reducing the num- 
ber of weak banks unable to meet necessary standards, the cor- 
poration may exercise its right to make loans secured by. the 
assets of insured banks in order: (1) to reduce or avert an im- 
pending loss; and (2) to facilitate a merger or consolidation of 
the borrowing insured bank with another insured bank, or the 
sale of its assets and assumption of its liabilities by another in- 
sured bank. This enables the corporation to take inevitable 
losses during times of prosperity and also increases the stability 
of the banking ^tem by elirninating weak banks doomed to 
eventual failure. 


* Annual Report of the Federal Deposit Insurance Corporation, 1936, p. 28. 
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COLLECTION OF CHECKS 

I F ALL deposits were payable only to the depositor himself, 
interbank relationships would be simple. Instead, -demand de- 
posits are paid upon written negotiable orders or checks. It is 
the custom in this country to make payments by drawing these 
orders or checks payable to the person to receive the funds and 
to deliver these checks in lieu of cash. The receiver of a check 
may be a depositor in the bank on which it is drawn, in which 
case only a bookkeeping entry is required to complete, the pay- 
ment. The deposit of the drawer of the check is reduced and 
that of the payee is increased by the amount of the check. A 
large proportion of checks drawn, however, are transferred to 
persons who are not customers of the drawee bank. Somfe go 
to individuals with no banking connections, who present the 
checks at the paying teller’s window for pa 3 anent, or who trans- 
fer the checks to local merchants, who in turn must present the 
checks for pa 3 unent. Thus many checks drawn against a bank’s 
demand deposits fall into the hands of depositors of other banks. 
As a service to depositors, a bank normally undertakes to collect 
checks drawn upon other banks. This service may be free or a 
charge may be made; In any event, the bank credits its de- 
positors’ accounts with the amount of checks deposited and col- 
lects the checks from the drawee banks. 

This check collection performed by banks for their customers 
has two important consequences. First, it makes possible the 
widespread use of checks as a means of payment. Perhaps 90 
per cent or more, of all the money payments in the United States 
are made by pheck^ against denaand deposits. Without this de- 
velopment, the usefulness pf demand deposit banks would be 
greatly re^pcetj. consequence of check collection is 

tiiat it-neces^t^t^s^ih^ existence of an elaborate set of devices 
whose mam Ihnc^n is to facilitate the collection process. These 
devices 'faH ihib two general classes: (1) the local clearing houses 
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for collecting checks on local banks; and (2) the collection system 
for handling the checks drawn on out-of-town banks. Each of 
these will be examined in turn. 

The Clearing House 

The use of the clearing house for exchanging checks arose out 
of the obvious convenience of such a practice. Without a special 
meeting place where the representatives of the banks could as- 
semble, it would have been necessary for messengers from each 
bank to make separate calls on other banks for the purpose of 
presenting and collecting checks received from depositors and 
making settlements therefor. This troublesome procedure is 
avoided by the use of the clearing house. 

The responsibility for smooth operation of the clearing func- 
tion cannot be left to mere chance. Hence banks wishing to 
clear checks through the clearing house form an organization 
called a clearing house association. Through this association, 
rules and regulations are set up for the control of the clearing 
functions. A uniform procedure is worked out so that the clear- 
ing of checks goes on smoothly. Messengers must arrive with 
checks at a stated time. The checks for clearing must be prop- 
erly sorted and recorded. Settlements must be made in certain 
approved ways. Moreover, the banks find the clearing house as- 
sociation a convenient device for introducing co-operative action 
in matters other than the mere clearing of checks. Eor example, 
competitive practices are frequently regulated and standardized 
through the association. It follows, therefore, that some form 
of administrative control is necessary. This control is normally 
centered in the clearing house committee, made up of influent^ 
bankers elected by the representatives of the members of the 
association. This committee formulates the regulations govern- 
ing the various operations of the clearing house, while the 
responsibility for their execution is usually vested in a manager. 
The voluntary association rather than the corporate form of or- 
ganization is most favored, as it gives greater elasticity of func- 
tion as well as more effective control over the members than 
would be afforded by the more rigid corporate form. 

The clearing mechani^. The clearing operation is itself 
simple in principle. Before being sent to the clearing house, 
each check must be inspected to make certain that it is properly 
indorsed by the payee and that it appears to be regular in every 
way. Further, it is indorsed with a rubber stamp bearing the 
date, name, clearing house number of the clearing bank, and some 
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notation to the effect that pajonent is received through the clear- 
ing house. The checks are then sorted according to the bank on 
which they are drawn, and the amounts are totaled and recorded 
on a slip which is attached to each package of checks. 

At the time appointed for clearing, the messengers from each 
bank go to the clearing house and exchange the packages of 
checks so that each messenger comes into possession of the checks 
drawn on his bank. On a specially prepared statement blank 
containing the names of the other clearing banks, the messenger 
records the amount of the checks delivered to and received from 
each of the other banks and computes the total of checks brought 
to and received from the clearing house. If the amount brought 
to the clearing house exceeds the amount received, the bank has 
a favorable balance at the clearing house, and the net excess wiU 
be paid to it. On the other hand, if the checks received from the 
clearing house exceed those brought, the bank is a net debtor and 
must pay the difference to the clearing house. 

In some cities the clearing of checks is formally carried out 
more than once a day. Further, large banks frequently are able 
to expedite their bookkeeping by informally exchanging checks 
drawn on each other at more frequent intervals. In such a case 
the drawee bank gives the presenting bank a receipt for the total 
amount of checks received, and the receipt is put through the 
clearing house at the regular time in the same fashion as a cheek. 
In larger cities, small banks not wishing to assume the responsi- 
bilities of membership or unable to qualify arrange to have their 
checks cleared through a member bank. 

Methods of settlement. One principle of settlement prevails. 
The debtor banks pay only the net amount of their debts to the 
clearing house. The creditor banks receive in turn only the net 
amount due them. Thus the settlement is made with a mini- 
mum' amount of trouble. 

To accomplish this the clearing house manager acts as an inter- 
mediary. He may draw checks against the debtor banks in favor 
of the creditor banks. These checks are presented over the 
counter of the debtor bank and in turn may be paid in a number 
of ways, in the past, clearing houses made settlement by the 
use of clearing house certificates. In such a case each member of 
the clearing house deposited with the manager a quantity of law- 
ful money, usually gold or gold certificates, and received in re- 
turn clearing house certificates in convenient denominations and 
payable only to a member of the clearing house. These certifi- 
cates naade it possible to make settlements conveniently and 
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without risk of loss. More comraonly, settlements today are 
made with drafts drawn on city correspondents or on the Federal 
reserve bank of the district. 

Other functions of the clearing house. Bankers find that col- 
lective action is desirable for three distinct reasons: (1) excessive 
competition is likely to lead to practices which impair a banker’s 
profits; (2) bank failures must be prevented as far as possible if 
banks are to be spared the consequences of loss of public con- 
fidence; and (3) when difficulties do arise, in spite of whatever 
protective measures are taken, mutual aid is needed to withstand 
the shock. 

The clearing house association forms a convenient means for 
accomplishing the needed collective action. To prevent unde- 
sirable competition, the clearing house association lays down for 
its members rules which may cover a variety of practices. It 
may, for example, fix the maximum rate of interest members 
may pay on deposits, the uniform charge for collecting out-of- 
town checks, or the required minimum balances and service 
charges. Depositors frequently resent such collective action 
taken by banks on the ground that it is monopolistic in its effects. 
A fair appraisal of the results, however, must take cognizance of 
the very positive public benefits. Cuttiiroat competition among 
banks is almost certain to bring trouble. The bank which pays 
excessive intOTest rates or furnishes too many free services is a 
source of danger to the whole business community. The search 
for profits to offset tihe abnormal cost of such competition ulti- 
mately leads to the making of sp«3ulative loans and investmente, 
with disastrous results to both the bank and the public alike. 

.The second general reason for collective action throuj^ the 
clearing house is found in the necessity for j^eventuig failures 
among banks. Clearing house assodations, therefore, often re- 
quire regular reports of the condition of membo* banl^. In 
some cases the clearing house goes so far as to establish a system 
of examination for all members. This practice b^an in Chicago 
in 1906 as a consequence of the failure of three banks controlled 
by John Walsh, which had been badly mismanaged. . The Chi- 
cago Clearing House Association had been warned by the state 
and national bank supervisore that the banks were to be closed 
immediately. To allow these bante to fail outright would have 
been a dangerous blow to the local OTedit situation, which was 
already overextended. The members of the clejumg house, 
therefore, j^eed to guarantee the deposits of the Wsdsh' feanks 
and to take them over for Ikpiidstten. This was a coitiy undbav 
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taking, for at one time as much as $7,000,000 was advanced by 
the banks, although the ultimate loss after fifteen years of liqui- 
dation was reduced to about half- that amount. Somewhat sad- 
dened by the experience in offsetting the results of the Walsh 
failures, the members of the Chicago Clearing House deter- 
mined to prevent, as far as possible, recurrence of such an epi- 
sode. An expert examiner, with several assistants, was em- 
ployed and given authority to examine aU the clearing banks. 
For many years, in fact up to the difficulties of 1930 to 1933, it 
was the boast of the Chicago Clearing House Association that no 
depositor had lost in the failure of any banks which w^e clearing 
house members. True, some few member banks had failed, but 
their obligations had been assumed and their assets liquidated 
without loss either to depositors or to the clearing house banks. 

The advantages of a competent form of clearing house exam- 
ination are several. First, the clearing house examiner has a 
more intimate knowledge of the affairs of borrowers and the 
whole banking system of the city than have either the state or 
the national examiners, who get only a partial view of the situ- 
ation. Further, the authority of clearing house examiners is 
more effective than that of state and national examiners. The 
latter necessarily must confine their criticisms largely to viola- 
tions of banking law, since it is only such violations which are 
within their power to correct. Moreover, before 1933 examiners 
had no weapon for compelling compliance, save the threat of clos- 
ing up the bank altogether. The clearing house examiners’ criti- 
cisms, however, may be laid before the clearing house committee 
and be made the basis for expulsion from the clearing house as- 
sociation. To be denied clearing privileges or to be expelled 
from membership is a serious matter, and such a threat is likely 
to bring the erring banker into line. 

Another regulatory activity of clearing house associations has 
to do with the setting up of banking standards such as minimum 
reserve requirements, capital requirements, limitations on real 
estate loans, and investment of capital in fixed assets. Such rules 
may and do exist in Hie absence of a system of examination. 

In spite of any precautions that may be taken, conditions may 
arise requiring more than mere prevention. Banks may become 
mvolved in spite of careful supervision and endanger the whole 
bank structure. Hence, whether or not clearing house examina- 
tions are used, it is sometimes necessary that local banks take 
steps to prevent loss by depositors. At such times clearing 
house associations may collectively guarantee the deposits of the 
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failing bank and employ a liquidating agent to minimize the loss 
to themselves by avoiding costly receiverships. Or, they may 
“sell” the business of fading banks to some member of the as- 
sociation which undertakes to pay a fixed sum for the goodwill 
and probable value of the deposits. This bank then takes over 
the liabilities under a guaranty from the association and acts as 
liquidatmg agent. 

Before the Federal reserve banks were created, with power to 
assist banks by lending them cash, the clearing house associations 
sometimes found it desirable to assist members that were in need 
by permitting them to meet their clearing house balances with 
clearing house loan certificates. These interest-bearing certifi- 
cates were secured by the deposit of approved securities with the 
clearing house committee by the bank for whose benefit they 
were issued and were the obligation of the association as well as 
of the individual bank resorting to their use. By means of such 
certificates banks were able to carry on the local clearing of 
checks in spite of panic conditions which would otherwise have 
depleted some banks’ cash to such an extent as to impair their 
legally required reserves. 

Collection of Out-of-Totm Checks 

Two methods are available for presenting and collecting checks 
drawn on out-of-town banks. The first and the one most com- 
monly used is that provided by the Federal reserve banks; the 
second is the resort to correspondent banks in other cities. We 
shall examine first the Federal reserve collection system. 

Federal reserve collection system. The Board of Gover- 
nors, under the authority of the Federal Keserve Act, arranges 
to have each Federal reserve bank collect checks for such of its 
member banks as desire to avail themselves of its privileges and 
for such nonmember state banks and trust companies as may 
maintain adequate balances with the reserve banks.^ Such non- 
member state banks and trust companies are called nonmember 
clearing banks. Only checks drawn on “par banks” (banks 
which agree to remit the full face value of all checks presented 
through the mail) can be collected through the Federal reserve 
banks. 

The system of check collection begins with the bank that has 
received out-of-town checks from its customers. Such checks 


1 Regulation Jj Series of 1939. 
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must be prepared for collection in somewhat the same manner 
as local checks intended for the clearing house. They must be 
inspected for the indorsement of the payee and for any evidence 
of irregularity. They must then be stamped with the bank’s 
indorsement. This is in the form of a special indorsement call- 
ing for payment to “any bank or banker,” thus minimizing the 
danger of loss in case the checks should be stolen. 

This work of preparing the checks for collection is done by the 
“transit department” in the larger, departmentalized banks. 
Proper record must be made of each check for the bank’s own use, 
and an identifying list is prepared to accompany the checks when 
they are sent in for collection. 

If the collecting bank is a member, or a nonmember clearing 
bank, the checks are sent next to the Federal reserve bank, where 
the sending bank receives deferred credit. The reserve bank in 
turn indorses the checks and starts the process of collecting them 
from the drawee banks. Four possibilities arise at this time: 

1. If the checks are drawn on bants in the city in which the 
reserve bank itself is located, they will be presented directly to 
the drawee bank or through the clearmg house of which the re- 
serve bank is a member. 

2. If the checks are drawn on member or nonmember clearing 
banks in other towns or cities of this district, the reserve bank 
wUl mail the checks directly to the drawee bank and request a 
remittance. After the drawee bank has had an opportunity to 
inspect the checks for genuineness, it will remit the amount to 
the reserve bank. In doing so it has a choice of: (a) drawing 
a draft on its reserve account with the reserve bank; (h) sending 
a draft on other banks located in the Federal reserve city; (c) 
shipping currency at the expense of the reserve bank; or (d) 
making any other form of payment acceptable to the collecting 
reserve bank. If a remittance is not promptly made, the amount 
will be deducted from the member’s reserve account in any event ; 
promptness in remitting is thus desirable. 

3. If the checks are drawn on nonmember banks outade the 
Federal reserve city, thcreserve bank may send them directly to 
the nonmember batiks and request a remittance, or present them 
through a near-by member bank, which collects and remits. 

4. If the checks are drawn on a bank in another Federal re- 
serve district, the collecting reserve bank sends the dbeck to the 
reserve bank of tlie other district. The check then proceeds 
through the ordinary collection channels of that district, and 
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FEDERAL RESERVE BANK OF CHICAGO 
TIME SCHEDULE 
Effective September 1, 1939 

CHECKS ON FEDERAL RESERVE BANK OF CHICAGO AND OFFICERS^ 
CHECKS OF OTHER FEDERAL RESERVE BANKS will be received 
for IMMEDIATE CREDIT until 2 p. m. (Saturday 12 noon) when listed 
in a separate deposit which does not include other items. 

CHECKS DRAWN ON CHICAGO BANKS will be received for IMMEDIATE 
CREDIT until 9:30 a. m. (Saturday 9 a. m.). 

GOVERNMENT WARRANTS AND CHECKS DRAWN ON THE TREAS- 
URER OF THE UNITED STATES will be received for IMMEDIATE 
CREDIT imtil 12 noon (Saturday 11 a. m.) when listed in a separate deposit 
which does not include other items. After said hours special deposits con- 
sisting only of items $500 and over will be received until 2 p. m. (Saturday 
1 p. mj. 


CHECKS DRAWN ON OUT-OF-TOWN BANKS wiU be received for DE- 
FERRED CREDIT, in accordance with the schedule below, until 6 p. m. 
(Saturday 5 p. m.). 


—States — 

Number of btidness 
days deferred 


— Cities— 

Number of calendar 
days deferred 


Ulino^ 

Cincinnati 

Atlanta 

El Faso 

Indiana 

Cleveland 

Baltimore 

Helena 

Iowa S‘2* 

Detroit 

Birmingham 

Los Angeles 

Miehfean 

Kansas City 

Boston 

Portland 

Wisconsin 

Louisville 

Buffalo 

Salt Lake City 


Minneapolis 

Charlotte 

San Fraadsco 


Nashville 

Dalkts 

Seattle 

All Others: 3* 

Omaha 

Pittsburgh 

St. iKMiis 

Denver 

Houston 

Jacksonville 


♦Should earlier availabil- 
ity be desired on Federal 
Reserve and branch bank 
cities, it can be dbtained 
by preparing a separate 
letter for each of the 
three groups shown in the 
adjoining columns. 

St. Paul 

Little Rock 
Memphis 

New Orieans 
New 

Oklahoipa City 
Philadelphia 
Richmond 
Antonio 



Checks drawn on, banks not located in a Federal Reserve city but bearing upon 
their face a notation that they are payable at or receivable for immediate av^iL 
abili^ in a Fed^l Reserve city be accepted on the same basis ais ched^ 
drawn on bcpks located in that city. 
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settlement is made between the reserve banks through the Inter- 
district Settlement Fund, which will be described later. 

As we observed at the beginning, the original bank sending 
checks for collection to its Federal reserve bank receives deferred 
credit only. After collection has been completed by the reserve 
bank, the proceeds of the cheeks are credited to the member 
bank’s reserve account. In order that member banks may know 
when checks sent to the reserve bank for collection will be fully 
available for use, each Federal reserve bank has set up a time 
schedule showing the number of days which must elapse before 
checks drawn upon banks located in different areas wiH be avail- 
able for full reserve credit. The schedule prepared by the Fed- 
eral Reserve Bank of Chicago is shown on page 116. As a result 
of action of the Board of Governors of the Federal Reserve Sys- 
tem, the maximum time which may elapse before full credit is 
given is now limited to three days. 

Memba: banks are not required to utilize the collection facil- 
ities of their reserve banks. They may and often do send out-of- 
town checks to their city correspondents, who in turn send them 
to the Federal reserve bank for collection or collect directly from 
the drawee bank. 

Use of Interdistrict Settlement Fund.® Checks to be collected 
in other districts are forwarded by the reserve bank which first 
receives them to the reserve bank of the district in which the 
checks are payable. This bank then presents the checks in the 
usual manner to the banks on which they axe drawn, receives 
back remittance therefor, and in turn reihits the collected funds 
to the first reserve bank from which’ the checks were received. 
This remittance between reservb banks is accomplished by daily 
telegraphic commumeaticai frtmi ’ each 'reserve bank with the 
Board of Governors of the Federal 'Reserve System at Washing- 
ton, D. C., wMidi holds the Interdistrict Settlement Fund. Each 
Federal reserve bank has book credit against the fund for its 
share. At the end of each business day, each reserve bank re- 
ports to the Board of Governors the funds collected by it for 
each other reserve bank. The board thereupon determines the 
net changes in each reserve bank’s claims to the Interdistrict 
Settlement Fund and notifies the several banks the following 
morning of die size of their shares of the fund. In 1940 the fund 
to $11,O0O,O(K),OOO. During the year 1939, 1103,000,- 
(jOOiOOO W ‘items were ^cleared throu^ the fund. 


2 Formerly called the Gold Settlement Fund. 
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In some instances a saving of time can be accomplished by the 
introduction of short cuts in the routing of checks for collection. 
Intradistrict checks may be cleared through Federal reserve bank 
branches. Also, under special arrangements with the reserve 
bank, one member may send checks drawn on another member 
directly to the drawee bank and notify the reserve bank, which 
credits the coUecting bank’s reserve account upon receipt of re« 
mittanee from the drawee bank. Interdistrict collection time 
may also be reduced by special agreements which authorize banks 
to route checks directly to the reserve bank of another district 
for the credit of the reserve bank of the sending bank. 

Collection of checks without use of Federal reserve bank 
facilities. Although the Federal reserve banks furnish excellent 
facilities for the collection of checks for member and nonmember 
clearing banks, a substantial number of checks are collected with- 
out the use of the reserve banks. As was observed before, mem- 
ber banks frequently prefer, for one reason or another, to collect 
through city correspondents rather than through the reserve 
bank. For example, a member bank in Lafayette, Indiana, 
might wish to send its checks drawn on Indianapolis or the sur- 
rounding area to its Indianapolis correspondent, which would be 
in a position to make collection through the Indianapolis clearing 
house and grant immediate credit, whereas if they were sent to 
the Federal Eeserve Bank of Chicago for collection, the checks 
would not be added to the reserve credit until two da3^ after 
receipt of the checlss by the Chicago bank. Thus, regardless 
of the use which the Lafayette bank wished to make of its funds, 
they would become available two days sooner by collecting 
through Indianapolis. Frequently member banks ^d it more 
convenient to collect checks drawn on banks located near the 
reserve bank through correspondents in the reserve city. Since 
such correspondents may grant immediate credit, it might ap- 
pear that the member bank could ^ift the burden of carrying 
“deferred credit” at the reserve bank on uncollected checks from 
itself to ite city correspondent. That such a result would arise 
more than occasionally is unlikely, however, because the city 
correspondent carefully watches the size of balances carried willi 
it and would probably, not permit the country bank to draw 
against its “float” of uncollected checks. The real advantage of 
using a city correspondent as a collection agency in sudi a case 
might appear to be merely the convenience of accumulating balr 
ances with the city correspondent by sending checks to it for eol- 
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' lection instead of collecting through the reserve bank and trans- 
ferring the funds subsequently to the correspondent. It must be 
remembered that member banks stiU find it necessary to maintain 
balances with city correspondents in spite of the operations of the 
Federal reserve system. City correspondents are important links 
in the process of making loans on the call loan market and in 
purchasing commercial paper, bankers’ acceptances, and bonds. 
Further, they are useful in furnishing customers with drafts on 
other cities, which are still frequently needed in spite of the in- 
creased acceptability of ordinary cheeks. Likewise, any con- 
nection which the smaller banks have with the foreign exchange 
market is through their city correspondents. Finally, country 
banks call upon their city correspondent banks for miscellaneous 
types of services not available from the reserve bank, including 
the furnishing of credit information desired by both the bank it- 
self and its customers.* 

Collection of checks by nonmember banks. The nonmember 
bank, unless qualified as a clearing nonmember, has no direct ac- 
cess to the clearing facilities of the reserve banks. It does have 
indirect access, however, through its member bank correspond- 
ents, which cheerfully undertake the task of collection in return 
for the favor of the nonmember’s deposit. 

Only one form of check is denied access to the reserve bank 
collection system — ^namely, checks on nonmember banks which 
refuse to remit at par for checks presented through the mails. 
Checks drawn on these banks must be collected through the 
correspondent bank system. 

At the end of 1939 there were 6,362 member banks (all on the 
par list, of course), 5,396 nonmember banks (other than mutual 
savings banks) on the par list, and 2,717 nonmember banks not 
on the par list. Although the number of banks on the nonpar 
list was about 18 per cent of the total number of commercial 
banks, they carried only about 2 per cent of the total deposits 
of commercial banks. Ninety per cent of the nonpar banks were 
insured, and 83 per cent of them were small banks with deposits 


® H. Parker Willis believed that this dependence of country banks upon their 
city correspondents is due to the pressure exerted by the city bankers upon the 
Federal reserve banks to prevent the latter from performing correspondent 
services.. He reported that at first the Federal Reserve Bank of, New York 
offered full correspondent services to its members but later withdrew them to 
avoid antagonizing the big city banks. The Theory and Practice of Central 
Banking, l^Tew York, Harper & Brothers, 1936) p. 92. 
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of less than $500,000. Eighty-five per cent of them were lo- 
cated in towns with a population of less than 2,500* 

The nonpar banks were distributed as to Federal reserve dis- 


tricts in the following manner; 

Boston 0 

Chicago 

217 

New York 

0 

St. Louis 

442 

Philadelphia 

0 

Minneapolis 

703 

Cleveland 

2 

Kansas City 

176 

Richmond 

295 

Dallas 

156 

Atlanta 

698 

San Francisco 

28 



Chabt 2. Nonpar Banks, I^bcembbb 31, 1938. This map excludes miitual sav- 
ings banks and includes some private banks on which checks are drawn but which 
do not report to state banking departments. (Reprinted by courtesy of the Board 
of Governors of the Federal Reserve System.) 

It is evident that the nonpar banks are located mainly in the 
agricultural afeas. The continued importance, in point of num- 
bers, of the nonpar banks mak^ it desirable to examine briefly 
the practice of refusing to remit at par. 

The exchange charge. A bank’s contract with its depositor is 
to pay cash on demand. Presumably the bank carries a sufficient 
cash reserve to permit it to meet all probable demands of deposi- 
tors. When the depositor inconsiderately sends a cheek to an- 
other city where it is deposited in a bank which mails the check 

4'*The Par Collection System of th^ Federal Reserve System^^ by Gebrg^,B. 
Vest, in the Federal Reserve Bvlleiin, February, 1940. Also See the Anntial 
port of the Board of Governors of the Federal Reserve System, 1939, p. 55. 
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back for pasnuent, the local drawee bank is confronted with a 
different sort of problem from that arising from a simple present- 
ment of a cheek at the window. The drawee bank must “remit” 
the amount to the bank presenting the check. This may be ac- 
complished by actually shipping currency, but more commonly it 
is done by drawing a draft on a city correspondent located in the 
vicinity of the presenting bank. Such a draft is an acceptable 
means of pa3anent but entails the maintenance of a deposit with 
the city correspondent. To compensate for the extra trouble of 
keeping a deposit with the city correspondent, the drawee bank 
may remit something less than the face amount of cheeks pre- 
sented. This deduction is known as an “exchange charge.” 

Before the Federal reserve banks instituted their collection 
system, it was common practice among banks to deduct exchange 
charges from remittances for checks presented through the mails. 
One may properly ask where the advantage in such a practice 
lay. It is apparent that any single bank which succeeds in main- 
taining its position in the banking world must sometime receive 
funds in the form of checks and drafts on banks located outside 
its home city in substantially the same amounts as checks drawn 
on it and presented through the mail from out of town. How 
could a bank gain by making exchange charges on its remittances 
if it in turn had checks to coUeet on which exdiange charges 
must be paid? The real explanation of the tenacious manner in 
which many banks cling to the practice lies in the fact that cir- 
cumstances make it a game at which only one party can play. 
City banks have always competed for the deposits of country 
banks, a practice which has resulted not only in the payment of 
interest on these balances but also in the performance of many 
free services, not the least of which was the collection of out-of- 
town checks for country correspondents and the crediting of the 
full face value of these checks to the country bank’s balance with- 
out deducting an exchange charge. On the other hand, the 
country bank would collect checks on banks in its neighborhood, 
remit for them as well as for its own checks sent in by the city 
correspondent, but deduct the exchange charge. 

The advantages to the banking and business community aris- 
ing from the smooth-working collection system of the reserve 
banks ^ be best visualized by a brief examination of the sys- 
tem which it super^ded, The old system involved the use of 
correspondent banks as collecting agencies. The old national 
bankii^ neseryje requirements fitted into such an arrangement by 
p^:pitt^.^unt?y banks to carry three fifths of their required 
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15 per cent reserves on deposit in banks in cities designated as 
reserve and central reserve cities. Eeserve city banks in turn 
were permitted to carry one half of their required 25 per cent re- 
serves on deposit with banks in central reserve cities. State 
banks also were permitted to count deposits with banks in the 
money centers as part of their reserves. Thus there developed a 
network of bank correspondents. Country banks were able to get 
interest on reserve balances and check collection service. In turn 
they collected checks sent them by the city correspondents. In 
order to avoid, so far as possible, the payment of exchange 
charges, city banks entered into reciprocal agreements with other 
banks to collect and remit at par for aU cheeks drawn on sur- 
rounding banks. One result of this practice was that checks 
were not always presented by the most direct route. Instead, 
they tended to be sent to the “par points,” where fuU credit would 
be obtained with no deduction for exchange. The collection 
process was therefore slowed down, and the size of the “float” 
of uncollected checks greatly increased. 

Another circumstance prevailing at thasiame which augmented 
the size of the float was the practice by national banks of count- 
ing as part of their legal reserves any checks sent to their cor- 
respondents m the reserve or central reserve city, whether or not 
actually collected by such correspondents. There was thus a 
temptation to send checks to a near-by correspondent which 
would make no exchange charge, regardless of the effect, favor- 
able or otherwise, which such a move would have on the orderly 
collection process. 

The excessive float resulting from the haphazard collection 
machinery has been commonly condemned on several scores. 
First, it had an inflationary tendency on the banking system by 
exaggerating the nominal legal reserves, through counting uncol- 
lected checks on other banks as reserve. Thus reserve accounts 
of country banks were Expanded by the practice of granting im- 
mediate credit for uncollected chec^. City banks were, in fact, 
making loans to their correspondents by the amount of the float. 
This difficulty, however, could have been corrected by a require- 
ment that banks count only collected items as reserves. A sec- 
ond objection to the slow collection process and large float was 
the opportunity afforded for “kiting.” This refers to the practice 
of drawing a check against one account to establish another. 
When immediate credit is given for checks deposited, it is pos- 
sible to develop a series of accounts based upon nothing more sub- 
stantial than uncollected checks on other banks. A third 
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objection to the old pre-Pederal reserve collection system is found 
in the delay and expense involved in such a cumbersome arrange- 
ment. 

The present collection system furnishes a smooth-working, 
economical method of collecting checks. The clerical work and 
the shipping of both checks and currency are kept at a minimum. 
The troublesome exchange charge is practically abolished, since 
most checks are collected at par. One should notice, however, 
that the system does not entirely avoid the cost of collecting 
checks. A large part of such cost is shouldered by the reserve 
banks, which carry on elaborate clearing operations and pay the 
expense of currency shipnients between themselves and the 
clearing banks. A considerable item of expense in collecting 
out-of-town checks arises from the fact that the bank gets only 
deferred credit until collection is completed by the reserve bank. 
It follows, therefore, that a bank which receives an out-of-town 
check from a customer and gives him cash or full immediate 
credit on his account is making a loan to that customer during 
the collection period, as well as incurring the expense of han- 
dling the check itself. It is not unreasonable, under such cir- 
cumstances, that banks should insist that the customer bear this 
expense by carrying an adequate balance in addition to that rep- 
resented by uncollected items or else pay a small service charge. 

The Federal reserve collection system which we now have is 
the result of gradual development. The introduction of a sys- 
tem of clearing by the reserve banks was from the first considered 
one of the essential duties of the Federal Reserve Board. There 
were, however, a niunber of difficulties in the way. Country 
banks, in particular, which profited by the practice of making an 
“exchange charge” when remitting for checks presented through 
the mails, quite naturally resisted any movement in the direction 
of a compulsory remittance for checks at par, which would de- 
prive them of their profit. 

Voluntary plans for clearing checks through the reserve bank 
were established in a number of districts in June, 1915, with but 
little success. Less than 25 per cent of the banks eligible to join 
such plans did so.‘ Therefore a new plan, compulsory upon all 
member banks, was stated on July 15, 1916.* Under it aU mem- 
ber banks were permitted to send checks to the reserve banks for 
collection and were required to remit at par to the reserve banks 


® Annual Report of the Federal Reserve Board, 1915, p. 16. 
191^ |E>p. 9-10. . 
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for all checks drawn on themselves and presented through the re- 
serve banks. This is substantially the present form of the col- 
lection system, except for the fact that the reserve banks orig- 
inally levied a charge for collecting each item. Since 1918 no 
charge has been made for this service. By amendment on June 
21 , 1917, Section 13 of the Federal Reserve Act was changed 
specifically to permit nonmember banks to participate directly in 
the collection service of the reserve banks by establishing clear- 
ing balances with the reserve banks. Most nonmember banks, 
however, seem to prefer to utilize the services of member bank 
correspondents rather than to maintain such balances. 

Introduction of par collection of checks. It is evident that 
the introduction of the compulsory collection plan in 1916 com- 
pelled all member banks to remit to their Federal reserve banks 
at par for checks sent in for payment. Since this econonoical way 
of collecting checks on such banks was available, they were forced 
by circumstance to give up exchange charges no matter through 
what channel checks were presented. 

From the first, the reserve banks insisted upon par remittance 
by member banks. There were, however, a large number of non- 
member Imks which were very reluctant to give up the remuner- 
ative practice of charging exchange. On the other hand, an ef- 
fective par collection system could hardly be established without 
bringing in nonmember as well as member banks. There was the 
further point that banks which charged exchange were unfairly 
enjoying the benefits of the par collection system, since they sent 
their out-of-town checks to member bank correspondents and had 
them collected at par through the reserve banks. The reserve 
banks, therefore, set themselv^ the task of bringing aU nonmem- 
ber banks into the par system. 

In many districts it was relatively easy to persuade nonmem- 
bers to remit at par. In areas where member and nonmember 
par banks were in direct competition witb the nonpar banks, the 
latter were at Ibe very obvious disadvantage of seeing checks 
drawn on them accepted at less tiian pari In other areas where 
competition of par banks was less important, = many banks re- 
fused voluntarily to remit at par. The reserve banks thereupon 
adopted the plan of emplojdng some agency to present' checks at 
the windows of the banks where fid! payment in cadi could not 
be avoided. This method was quite effective in reducing the 
number of nonpar banks, for it prevented the use of drafts ob . 
interest-bearing deposits in correspondent banks for the remit- 
tance and required larger amounts of vault cash. Much opposi- 
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tion to the use of such agents by the reserve banks for direct 
presentment of checks on nonpar banks arose among nonmember 
banks. The Federal Reserve Board, however, justified and ap- 
proved of the action taken by the reserve banks. It held that 
since Section 13 of the Federal Reserve Act^ specifically per- 
mitted the reserve banks to receive from member banks checks 
and drafts payable on presentment, and since Section 16 per- 
mitted the exercise of clearing functions for members, it was nec- 
essary that the reserve banks should accept any and all cheeks, 
whether drawn on par or nonpar banks. Since the act® spe- 
cifically prohibited the payment of exchange charges by. the 
reserve banks, they had no choice except to proceed to collect 
cheeks on nonpar b^ks at the window.® 

Direct presentment of checks for cash (at the window of the 
drawee banks) by the reserve banks was resisted in two ways. 
First, banks endeavored to obtain injunctions against the reserve 
banks, restraining them from collecting checks in any manner 
other than through the mails. They charged that the reserve 
banks were guilty of oppressive, embarrassing, and highhanded 
methods in their attempts to enforce par collection. The Su- 
preme Court of the Unit^ States, in a decision rendered on June 
11, 1923, established the right of Federal reserve banks to collect 
a check drawn on any bank if the check is ‘'payable on presenta- 
tion and can in fact be collected consistently with the legal rights 
of the drawee without pasdng an exchange charge.”^® Thus 
checks nfi^t. be presented for payment in cash, at the window 
provided none of the l^al rights of the drawee bank was violated. 

In the meantime laws were passed in several states which were 
designed to protect nonpar banks from being coerced into joining 
the par system.^^ These laws either required all state bants 
to make an exchange diarge on checks presented by any bank or 
other coOeetion agency (as was the ease in Mississippi) , or gave 
them the right to make charges, (as in the case of Louisiana and 
South Dakota). Protesting checks for nonpayment because of 
refusal to remit at par was commonly prohibited. In another de- 
cision rendered on the same day as the one previously cited, the 
United States Supreme Court upheld the constitutionality of a 

^ As alnended Sejitetnber 7, 1916. 

. ^ As amended June 21, 1917. 

^Annual Report of the Federal Reserve Board, 1919, p. 41. 

i<>See Federal Reserve Bulletin, 1923, p. 788; 262 U. S. 643. 

Fof a discussion of subject, see ^The Development of Par Collections bjr 
Federal Eeserve Banks, Letter No. 6^ Fedeml Reserve Bank of Richmond, May,. 
1922. 
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North Carolina law authorizing state banks to charge exchange 
and to make pa 3 nnents in exchange drafts when checks drawn on 
them were presented by or through the Federal reserve banks.^* 

Thus the power of the reserve banks to compel nonmembers 
to join the par system was confined to the presentment of checks 
at die windows of nonpar banks for full cash payment only when 
not prohibited by law. Obvioudy, the way to an establi^ment 
of a complete par collection covering all parts of the country was 
definitely blocked. The Federal Reserve Board, therefore, di- 
rected the reserve banks to discontinue the use of agents other 
than banks for the purpose of making collections at par of checks 
drawn on nonpar banks.“ At the present time, the reserve 
banks are forbidden to receive any check drawn on a nonpar 
bank.^* 

Collection of nontransit items. The collection facilities of the 
Federal reserve banks are not limited in use solely to the collec- 
tion of checks. Section 13 of the Federal Reserve Act permits 
the reserve banks to receive, for Collection, maturing notes and 
bills of exchange. A member bank owning a note or bill of ex- 
change payable in another city may therefore utilize the services 
of the reserve banks to effect its presentment and payment. If 
the note or biU is collectible without cost through some member 
bank, the reserve bank, on receipt of the proceeds, credits the 
full amount to the reserve accoimt of the member sending it in 
for collection. If the reserve bank is compelled to pay a collec- 
tion fee to the bank presentmg and collecting the instrument, it 
credits the account of the original member for the amount, less 
the collection charges. Items which are sent to other Federal 
reserve districts for collection are settled m the same general 
manner as interdistrict check collections. 

Federal reserve exchange. It was the custom of banks in the 
days before the establishment of the Federal reserve collection 
system to maintain balances in reserve and central reserve cities. 
These balances were desirable and necessary in order to handle 
the task of getting checks collected and remitting for checks 
presented by other banks through the mails. Further, such 
balances were useful to draw against when customers desired 
to use drafts on the financial centers instead of personal diecks 
for making payments. 


12 Federal Reserve Bulletin, 1923, p. 789. (262 XJ. S. 649.) 
18 Federal Reserve Bulletin, 1923, p. 1194. 

Federal Reserve Board, Regulation J, Section III (3X 
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The introduction of the Federal reserve system, with its re- 
quirement of balances carried with the reserve banks, made it 
desirable to reduce the need for carrying balances with city cor- 
respondents. One step in this direction was the development of 
the par check collection system already described. Another was 
to provide facilities, through the Federal resers'e banks, for fur- 
nishing drafts to customers payable on the money centers of the 
country. In order that member banks might furnish their cus- 
tomers with drafts payable at sight in any city without carrying 
an account with correspondents, a special system was arranged. 
Member banks were given the privilege of drawing two t 3 T)es of 
drafts against their reserve accounts with their Federal reserve 
banks, enumerated^ below: 

1. Federal reserve exchange drafts might be drawn by a mem- 
ber bank agreeing to use a special form of draft and further agree- 
ing to notify the reserve bank on the day such a draft was drawn. 
These drafts were receivable at any reserve bank at par for 
immediate credit. The Federal Reserve Bank of Richmond per- 
mitted such drafts to be drawn in amounts up to $250. Later 
the amount was increased to $5,000 in an effort to popularize the 
use of the exchange draft.®* 

2. Federal reserve transfer drafts could be drawn for transfer 
of larger amounts. These drafts were to be made payable at any 
specified reserve bank and were to be received at par at the desig- 
nated reserve bank. As a condition for their use, however, the 
drawing member was required to give notice of such drafts to 
the drawee reserve bank, which in turn was required to give 
notice, through the leased wire system, or otherwise, to the desig- 
nated bank. 

The transfer drafts were obviously cumbersome and were never 
put to any substantial use. In the Chicago district, the maxi- 
mum size of the exchange draft was later fixed at $50,000, while 
the use of the transfer drafts has been abolished.®^ 

This attempt to establish the use of drafts on the reserve banks 
as a means of interdistrict remittances in place of drafts on city 
correspondents has largely proved fruitless, owing to the continu- 
ation of the practice of carr 3 dng bankers’ balances with city cor- 
respondents. By pajdng interest and performing other services, 
the city correspondents have made it worth while for country 

15 “Federal Reserve Exchange,” Letter No. 17, September, 1924, Federal Re- 
serve Bank of Richmond. 

PP* 3> ' 

IT Bulletin No. £02, July 29, 1925. Letter of December 29, 1933. 
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banks to maintain their deposits with them for use as working 
reserves. By 1924 it was reported that only a few member banks 
bad elected to make use of the exchange draft. 

Telegraphic transfers. An additional service which the re- 
serve banks offer to members is the right to utilize the leased 
wire system, maintained between the Board of Governors at 
Washington and the several reserve banks and branches, for the 
transfer of funcfe by wire. The leased wire system was inaugu- 
rated on June 4, 1918.“ On July 1, 1918 daily settlements be- 
tween. reserve banks through the Gold Settlement Fund were 
begun, which further facilitated the use of the telegraphic trans- 
fer system. 

At the present time, any member bank may request its reserve 
bank to transfer to any other member bank, whether located 
within or outside its own district, any sum of money in multiples 
of $1000. Such a request may be sent to the reserve bank by mail 
or by telegram sent “collect.” On receipt of this request, the re- 
serve bank deducts the amount from tihe member’s reserve ac- 
count. If the member bank which is to receive the credit is lo- 
cated in the same district as the sending member, the transfer is 
merely a matter of a bookkeeping entry. If the bank which is to 
receive credit is located in another district, the reserve bank will 
telegraph the reserve bank of that district to credit the receiving 
member bank’s reserve account. Settlement between reserve 
banks is made daily through the Interdistrict Settlement Fund. 
The member bank receiving the credit is advised by mail by the 
reserve bank when the transfer is complete. In special cases 
involving large sums, and when a request is made, the reserve 
bank advises the receiving member by telegraph at the member 
bank’s expense.” 

The above-described services are performed free for member 
banks over the private wire system of the reserve banks. In 
addition, other telegraphic transfers over commercial wires will 
be made at the expense of member banks. Such transfers may 
be for any amount and will be accepted from and paid to member 
banks ordy, but may be made for the use of any other bank or 
business &m. Nonmember clearing banks may use the system 
to transfer funds in multiples of $100 provided they pay the tele- 
graph charges. 


. 'Telegraphic Transfers,” LetUr No. 19, Federal Reserve Banjc of Rrchmond, 
July, 1926, p. 3. 

1® Ibid., p. S; Bulletin No. B66, Federal Reserve Bank of Chicago, July 1, 1939. 
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Summary. The par collection instituted by the reserve banks 
has done much to increase the acceptability of bank checks 
throughout the country in making out-of-town as well as purely 
local pa 3 nnents. At most they suffer a discount of Mo of 1 per 
cent charged against the individual or firm depositing them for 
credit as a service or interest charge to compensate the collecting 
bank for the time and trouble involved in making the collection. 
Regardless of seasonal changes in the direction of trade, we have 
in a bank check drawn on a par bank an instrument acceptable 
at par. For purposes which are not adapted to the use of per- 
sonal checks, the Federal Reserve System provides exchange 
drafts payable at par at any reserve bank. In addition, member 
banks have available the telegraphic transfer system, which en- 
ables them without delay or cost to build up their accounts with 
city correspondents at the expense of their reserve account with 
the Federal reserve bank, thus placmg themselves in a position 
to provide drafts on city correspondents without expense if that 
method of furnidiing exchange drafts on other cities is preferred 
to the use of the Federal reserve exchange drafts. 

Before the Federal reserve fadlities were developed, the sea- 
sonal shifts in the demands for funds in different parts of the 
country resulted in the appearance of a premium or discount, 
as the case might be, on drafts payable in distant cities. For 
example, suppose country banks during the summer lull desired 
to transfer funds to their correq)ondent in New York City. Two 
ways of making the transfer existed: (1) currency might be 
shipped; or (2) drafts payable in New York City might be pur- 
cha^d if any were available. Such drafts would sell at a pre- 
mium equal to the cost of dripping currency. In the autumn, 
when country banks wished to recover their funds from the city 
banks, they might pay transportation diarges on currency or sell 
drafts on New York. The ^scount on such drafts would again 
appear equal to the cost of dripping currency. At the present 
time, we possess as nearly perfect a system of making payments 
qui6My and with small cost as one could dedre. 
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T he assets of a bank are of two general classes. The first 
class consists of “earning assets” and is made up of loans and 
investments on which interest is received. The second class in- 
cludes assets which do not in themselves earn any direct income 
but merely facilitate the banking functions that give rise to the 
“earning assets” proper. Noneaming assets consist of fixed in- 
vestments in building and fixtures/ cash items, and the bank’s 
primary reserves. Our analysis of bank assets may best begin 
with the nonearning assets which constitute the reserves. 

Bank Reserves 

A bank receives deposits which are obligations to pay cadi 
according to the terms of the deposit contract. If the depositors 
of a bank are sufficiently numerous, there is a reasonable expecta- 
tion that funds withdrawn on any given day by one group of de- 
positors will be offset in large measure by new deposits of funds 
by other customers. This expectation is increased if a consider- 
able degree of diversification exists among the depositors’ busi- 
ness interests. If a banker were certain that new deposits and 
withdrawals would actually offset each other every day, the need 
for cash would be small indeed. Actually, a considerable vari- 
ation in the rate of new deposits and withdrawals exists from 
day to day, even though the general level of the bank’s deposits 
may be quite stable. To be prepared to meet these variations, 
the bank must carry cash reserves in sufficient amount to insure 
its ability to fulfill its obligations as they arise. 

Size of cash reserves. The relative size of the cash reserves 
on the one side, in comparison with deposit obligations on the 
other, depends upon a number of considerations: 


1 Exception might be made for that part of the bank building which is some- 
times not utilized for banking purposes but is leased for office space, and thus 
cams a direct income for the bank. 
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1. The number of depositors and the diversity of their business 
interests, 

2. The confidence of the public in the bank. (Evidence of 
this is found in the excessive cash holdings of banks during times 
of bank failure.) 

3. The particular nature of the deposits. (For example, cus- 
tomers who have periodic payroll requirements present special 
reserve problems.) 

4. The readiness with which the bank can increase its cash by 
borrowing or by liquidating its earning assets. 

5. The demand for loans at the time. (If business is de- 
pressed, bank reserves tend to rise because of a lack of outlet for 
loanable funds.) 

Form of primary reserves. The primary reserves of a bank 
take the form of cash in the bank’s own vaults and demand de- 
posits with other banks. Banks which are members of the Fed- 
eral Reserve System carry reserve balances with two kinds of 
banks. First, the law requires that an amount equal to a certain 
fractional part of the deposits be maintained with the Federal 
reserve bank. This constitutes the “legal” reserve. In addition, 
banks normally, carry deposit balances in banks of cities with 
which the local community has active trade relations. 

Barring some contingency which may make them unavailable 
when wanted, the deposits in other banks are the equivalent of 
cash to the depositor bank. Further, they have other advantages 
over vault cash. Many checks which are drawn by the cus- 
tomers are sent out of town and are presented for payment 
through the mails by banks in other cities. A draft drawn on 
a reserve balance in the bank of another city is an acceptable 
means of paying these checks and is cheaper than shipping cash. 
On the other hand, the bank receives from depositor-customers 
checks and drafts payable in distant cities. These checks are 
sent to city correspondents for collection, and the proceeds may 
then conveniently be credited to the sending bank’s reserve ac- 
count. Thus it is evident that balances carried in banks of other 
cities may be as useful a form of reserve as is cash in the bank’s 
own vault. Further, in the past it has been the practice of city 
correspondents to pay interest on such deposits, thereby adding 
to the attractiveness of carrying reserves in deposit form.* 

^This practice has ceased with the prohibition cf pa3mient of interest on de- 
mand deposits by all insured banks. Formerly member bania maintained with 
the Federal reserve bank, which pays no interest qia. deposits, only those reserves 
required by law; Other reserves were deposited with interest-paying banks. 
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Importance of vault cash. The proportion of reserves carried 
as cash in vault to that carried in deposits in other banks varies 
considerably from bank to bank, depending upon particular con- 
ditions. If the bank in question is located near the bank in 
■which it carries its reserve balances, its cash can be allowed to fall 
to the minimum required for current over-the-counter uses. If 
any extraordinary demand for cash arises, it is but a question of a 
few hours at most until cash can be obtained. On the other 
hand, if the bank is remotely situated from its depositary bank, 
its cash requirements wiU be somewhat higher. This is well il- 
lustrated by Table. 6, which shows reserves of national banks in 
1933 before high excess reserves distorted the picture. 

TABLE 6 


Rbsbeves of National Banks in Peecentage op Gross Deposits 
(As of June 30, 1933) 



Central Reserve 

Reserve City 

Country 


City Banks 

Bamks 

Banks 

Cash in vault 

Due from Federal 



reserve 

12% 

1.9% 

banks 

12.7 

7.7 

6.1 

Due from other banks 

4.4 

14.8 

9.8 


— 

— 



Total reserves . . . 

17.9 

23.7 

17B 


♦ Compiled from the Annual Report of the Comptroller of the Currency, 1934, pp. 
413-43SL 

Legal reserves and working reserves. Guided by experience, 
ihe intelligent banker will maintain such a proportion of his de- 
posits in cadi as will enable him readily to meet aU demands. To 
do less is to court disaster. If the banker carries more than is 
reasonably necessary, he cuts down his earning assets and reduces 
his profits. Here in the United States the chartering of banks 
has been carried on with such a lack of discrimination, in the be- 
lief that individual freedom should extend to h anking , that a 
great many banks have been founded and operated by persons 
with little skill or natural ability as bankers. The resulting fail- 
ures and the attendant public ipconvenience have brought about 
universal regulation of banking operations. Th^ regulations 
have included the fixing of minimum reserve requirements. 

It thus happens that all commercial banks in the'United States 
are required, by law or by orders of supervising authorities, 
to maintain certain minimum reserves against their deposit lia- 
bilities. The law normally forbids the making of any new loans 
or the paying of any dividends while reserves are below the legal 
requirements. In addition, there may be specific penalties at- 
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tached for failure to maintain reserves at the proper figure.* The 
effects of these legal reserve requirements are that: (1) a bank 
cannot legally expand its loans when its reserve is deficient; and 
(2) in the face of penalties, it is loath to pay out cash when by 
doing so it impairs its legal reserve position. 

The result of this attitude toward legally required reserves is 
that in practice such reserves constitute, for the individual bank 
involved, nothing more than a possible last line of defense against 
emergency depositor demands. Indeed, in the past they have 
failed to function even in that capacity. In the days before 
there were Federal reserve banks to come to their rescue, banks 
periodically found themselves unable to meet depositors’ de- 
mands without impairing their legal reserves. Under those cir- 
cumstances they chose to suspend pa 3 rments temporarily rather 
than reduce their reserves below the legal minimum. It follows, 
then, that legal reserves constitute funds which add little, if 
anything, to the direct liquidity of a bank. 

This peculiar development in the attitude of bankers toward 
legal reserves has caused the Committee on Bank Reserves of 
the Federal Reserve System to conclude that the legal reserve re- 
quirements for member banks are useful only: (1) in influencing 
the volume of bank credit which can be maintained by the banks; 
and (2) in supplying the Federal reserve banl^ with funds with 
which “to pursue an effective banking and credit policy.” * It 
follows, therefore, that banks must carry working reserves in ex- 
cess of their legal minimum requirements in order to function 
properly. These working reserves for member banks may con- 
sist of: (1) cash in the bank’s own vault; (2) demand deposits 
with other banks; and (3) deposits with the Federal reserve bank 
in excess of the legal requirements. In the case of nonmember 
banks, working reserves over and above the legal requirements 
may likewise be carried in any manner which best suits their 
needs. Before the passage of the Banking Act of 1933, nonmem- 
ber banks received interest on that part of their reserves, legal 
and ; otherwise, which was deposited with other banks. The 
member banks received no interest on legal reserve balances in 
the Federal reserve banks but did obtain interest on their other 
working reserves deposited elsewhere. However, the prohibition 

is true of members of the Federal Reserve System. The earlier pro- 
T*sio4^ prOhfibifeg* Federed ’ res^^ inember banks from making new loans and 
|>aymg dividends of legal reserve impairment was removed by 

asDfeeednc^ni of’ Swerve Act of July 7, 1^. 

^ ^ on Bank Reserves of the Federal Reserve 

1^1, banks are required to tory legal reserve as deposits 
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of pa3mient of interest on demand deposits under the 1933 law 
effectually prevents either legal or working reserves of any banks 
from earning interest. 

One should note that in practice the legal reserves of banks are 
actually in a constant state of flux. They constitute a reservoir 
in and out of which payments may be made continuously, while 
the general level remains about the same. Above this are the 
working reserves which are depended upon to absorb any short- 
time net changes in the cash position of the bank. The size of 
this excess of working reserve will normally depend upon: (1) 
the tiU money requirements from day to day; (2) the probable 
short-time variations in net deposit withdrawals; and (3) the 
ease or difficulty with which earning assets (secondary reserves) 
can be converted into cash. Members of the Federal Reserve 
System which are located near Federal reserve banks and are in 
possession of assets readily usable for borrowing at the reserve 
banks carry a low volume of such working reserves, while those 
at greater distances carry more.' 

Legal reserve requirements." The basic reserve requirements 
for banks which belong to the Federal Reserve System are fixed 
by the Federal Reserve Act and vary according to whether de- 


^ TABLE 7* 

Member Bank Reserve REQtjiEEMENTa 
(In Percentage of Deposits) 


Classes of 

June 21, 

Aug. 16, 

Mar. 1, 

May 1, 

Apr. 16, 

Nov.l, 

1941 

Deposits 

1917 to 

19S6to 

1937 to 

1937 to 

imto 

and 

Aug .16, 

Feb. 28, 

Apr, SO, 

Apr. 15, 

Nov.l, 

and 

Banks 

me 

19$7 

1937 

1938 

1941 

after 

On net demand deposits 
Central reserve city 
banks 

(Minimum 
stat, figure) 

13 

IW2 

22% 

26 

22% 

26** 

Reserve city banks . 

10 

15 

llVa 

20 

17% 

20 

Coimtry banks 

7 

IOV2 

12% 

14 

12 

14 

On time deposits : 

All member banks . . . 

3 

4% 

6% 

6 

5 

6 


5 Table 6 on page 132. Reserve city banks carry, on the average, larger 
working reserves in the form of bankers’ balances than do country banks, be- 
cause of their larger holdings of country bank reserve balances. 

6 For a complete summary of state bank legal reserve requirements, see the 
Federal Reserve Bulletin, March, 1937. For a historical account of American 
experiences with the relation of bank reserves, see R. G. Rodkey’s Legal 
Reserves in American BanUng, 1934, Michigan Business Studies, Vol. VI, No. 5, 

♦Pressme of war finance drained heavily the excess reserves of the central 
reserve city banks of New York and Chicago. Consequently reserve require- 
ments for these banks were reduced from 26 to 20 per cent as of October 3, 1942. 

** Since October 3, 1942, reserve requirements against demand deposits q£ centrid 
reserve city hanks 'Itvrve been 20 «er cent hr action of the Board of Ooveinors. 
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posits are time or demand and with the classification of the city 
in which the bank is located. Furthermore, since 1935 the Board 
of Governors has been empowered to set legal reserve require- 
ments from an amount -not less than the statutory requirement 
to one which is not over twice that figure. The reserve require- 
ments as fixed by law and by the action of the board appear in 
Table 7. 

The National Bank Act designates New York and Chicago as 
“central reserve cities” and certain other cities as “reserve cities,” 
subject to the right of the Board of Governors to make changes 
in the classification as desired. In addition, the Federal Reserve 
Act permits the Board of Governors, by a vote of five, to modify 
the classification of banks in outlying areas of reserve and central 
reserve cities so as to reduce their reserve requirements. Under 
this provision the board has reclassified most banks in those parts 
of Chicago and New York which are outside thfe main financial 
areas; and as a result, central reserve city banks include only 
banks in the main financial districts of those cities. 

Method of computing legal reserve requirements. To com- 
pute its legal reserve requirements, a member bank must classify 
its deposits. Its demand deposits consist of aU deposits not 
classified as time deposits. Time deposits comprise all unma- 
tured deposits having more than thirty days to run until maturity 
at the time of the deposit, or payable in not less than thirty days 
after written notice. Savings deposits oil which the bank may 
require not less than thirty days’ notice are classed as time de- 
posits, as are postal savings deposits. For purposes of this classi- 
fication, a waiver by the bank of the right to demand notice or 
refuse payment until maturity does not change the character of 
a time deposit. 

Demand deposite against which reserves must be carried are 
computed by deducting from the poss demand deposits the 
amount of “due from banks.” This item includes all balances 
with other banks except the Federal reserve banks and foreign 
banks, and checks on other banks in process of clearing or collec- 
tion. Gross demand deposits include government and individual 
demand deposits, “due to banks,” and certified and cashiers’ 
cheeks outstanding.* 

The Board of Governors, in its regulations dealing with reserve 
requirements, observes that “it is essential that the law with re- 
spect to ^e maintenance by member banks of the required mini- 
mum b4danees be strictly complied with.” Each member bank 

^ Until six months after the end of the war a member bank need not include 
among its deposits subject to reserve requirements deposits of the United States 
arising solely from subscriptions to Government securities by or through such 
member banks. (Act of April 13, 1948.) 
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computes its reserve requirements upon the basis of its net de- 
posits at the opening of each business day. Banks located in the 
central reserve cities and m the reserve cities compute their re- 
quired reserves on the basis of average daily net deposit balances 
covering weekly periods. Reserve requirements of other member 
banks are computed on a semi-monthly basis. The actual legal 
requirements for these periods must, on the average, be equal 
to the required percentage of the average daily deposits. If the 
average reserves become deficient, a penalty is applied. To avoid 
this penalty, banks may increase their reserves during the latter 
part of the computation period by borrowing or rediscounting 
at the Federal reserve bank so that the average reserve for the 
period may be adequate. 

The penalty for impairment of reserves is a charge of 2 per 
cent above the Federjd resove bank discount rate on ninety-day 
commercial paper on the first day of the month during which the 
deficiency occurred, and is applied to the average daily deficiency 
existing during any computation period. Chronic offenders may 
lose their diarters if they are national banks, or their member- 
ship in the Federal Reserve System if they are state banks. 

Methods of adjusting legal reserves. A member bank which 
finds its legal reserve position impaired may resort to any one of 
several methods for remedying the situation. The simplest and 
most direct way to increase reserves with the Federal reserve 
bank is to transfer working b^ancK carried with other banks, 
when they can be i^ared. A second method, almost as simple, is 
to reduce call loans made on the central nmney markets either 
directly, if the bmik is so located as to be making direct loans of 
this sort^ or indirectly, if its call loans are being made through 
city correspondents. 

If neither of these methods is available or adequate to meet the 
bankas needs, readily salable assets may be disposed of in the open, 
market. Bankers’ acceptances and short-time government obli- 
gations are particularly adapted for this use. Finally, the mem- 
ber may re^scount eligible paper with the FPkral reserve bmik 
or borrow from it in order to build up its reservej* - In the long 
.run, of course, as the ultimate method 6f ind'easing reserves, the 
loans and investments other than those mentioned above may 
gradually be scaled down. 

Borrowed reserves. Over a riiort pmod of time, mdnbeir 
banks sometimes find it advantageous temporarily to purehase or 
borrow reserves from othd- members which at the mcaftent hj^v© 
an excess. This is -profitable fw the lending bank if; the rate 
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paid by the borrowing bank is in excess of the rate on short-tinae 
investments available in the open market. Likewise, the bor- 
rowing bank gains if it has no bankers’ acceptances or other low- 
yield, short-time paper to dispose of, provided it can borrow re- 
serves at a rate below the rediscount rate of the Federal reserve 
bank. Since the Federal reserve discount rate is often higher 
than the rate on bankers’ acceptances and short-time treasury 
obligations, the transaction may prove desirable to both banks 
involved. In practice, banks with acceptances and call loans 
often prefer to borrow “Federal funds,” as reserves are called, to 
take care of a temporary deficiency, rather than dispose of ac- 
ceptances and call loans. Early in 1937, when bankers’ accept- 
ances were earning % of 1 per cent and call loans 1 per cent. 
Federal funds were being borrowed at % of 1 per cent in New 
York City. The Federal reserve rediscount rate at that time was 
IV 2 per cent. 

The process of lending reserves may involve the issue of a 
cashier’s check by the borrowing bank (hsted in its statement as 
money borrowed instead of deposits). The lending bank either 
issues a draft on the Federal reserve bank to the borrowing bank 
or arranges for a transfer by the reserve bank of funds from its 
reserve balance to that of the borrowing bank.’ 

Legal reserve requirements vary with classification of dlies. 
Cities and towns of the United States are classified as: (1) coun- 
try districts; (2) reserve cities; and (3) central reserve cities. 
The minimum statutory reserves required against the demand 
deposits of member bfriiks are 7, 10, and 13 per cent, respectively, 
for banks in the different locations. (On October 3, 1942, they 
stood at 14, 20, and 20 per cent by order of the Board of Gover- 
nors of the Federal Reserve System.) 

Reserve requirements based upon the city in which the bank 
happens to be located are a form of historical accident rather 
than an arrangement arising from present-day needs. When the 
present Federal Reserve System was adopted, it took over bodily 
, the classification of dties of the old national banking system. 
Under that S 3 ^tem, banks in Oities classified as reserve and cen- 
tral reserve cities were peaihitted to car^ on deposit part of the 
legal reserves of fee niiiosial banks in cities of inferior classifica- 
tioh. Naturally, fefe’'inOTei<e^onSible task of carrying reserve 
balances of 'Othw' baiiSs'i^ -to fee legal requirement of higher 
cash'r^rves. ' 

’ February, 1930, p. 81. 
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Today all legal reserves of member banks are held by the Fed- 
eral reserve banks. Yet many banks in reserve and central re- 
serve cities carry part of the working reserves of other banks and 
might properly be expected to maintain themselves in a more 
liquid position. However, we have seen that legal reserves under 
the present practices are not relied upon to furnish liquidity. It 
appears, therefore, that the only possible reason for requiring 
higher reserves in one class of city than in another has disap- 
peared. 

Excess reserves. When the available supply of legal rese^es 
exceeds the minimum legal requirements, the banking system is 
in possession of “excess reserves.” This occurs whenever, for 
some reason or other, the banks are unable or unwilling to ex- 
pand their loans and investments to the theoretical limits set by 
the available reserve funds. So long as a member bank is in- 
debted to the reserve banks for rediscounts or bills payable, idle 
reserve funds will promptly be used to retire such indebtedness. 
Substantial quantities of member bank excess reserves do not 
appear, therefore, until member banks are largely out of debt to 
the reserve banks. 

Excess reserves of member banks reached a peak of nearly 
$7,000,000,000 early in 1941. Responsibility for this tremendous 
volume of excess reserves may be placed upon: (o) the open- 
market purchases of government obligatksis by -the- Federal re- 
serve banks, which stood at about $2,200,000,000; and (b) the 
importation of about $15,000,000,000 in gold. Because of the 
danger of price inflation based upon the use of these excess re- 
serves, their existence has become a national problem of no mean 
proportions. Consideration of this problem must be postponed 
until later. 

When gold is imported through New York City, excess reserves 
appear first in the banks of that city. To some extent these re- 
serves become distributed among the banks of the interior when 
the government and private concerns borrow or issue securities 
in the New York inoney market and spend the proceeds in the 
other parts of the country. But the banks of the interior, on the 
other hand, tend to return excess reserves to the city banks when 
they build up their balances with their city correspondents. 
Thus, interbank balances tend to rise and fall directly with the 
rise and fall of excess reserves in the country as a whole. 

Criticism of existing reserve requirements. There are several 
objections to the present method of computing legal reserve re- 
quirements for member banks, each of which will b© considered 
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in turn. The requirement that all legal reserves must be de- 
posited with the Federal reserve bank handicaps banks not lo- 
cated in the immediate vicinity of the reserve banks. As we 
have seen, reserve city and country banks must carry consider- 
ably more cash in vault in proportion to their deposits than do 
the central reserve city banks. There seems to be no good reason 
for this discriminaton. 

The existing method of computing reserve requirements is also 
criticized on the ground that it fails to exercise sufficient auto- 
matic control over the credit situation.® The criticism centers 
around two features: First, the low reserve ratio on time deposits 
tends to cause banks to induce depositors to shift part of their 
demand deposits into the time-deposit classification. As a re- 
sult, some time deposits may have an unusually high turnover, 
while an abnormal turnover of the remaining demand deposits 
may appear. Thus the low reserve against time deposits permits 
an expansion in the total volume of bank credit on the basis of a 
given amount of reserve funds. The sedond feature criticized is 
the complete lack of any offset for a rapid increase in the velocity 
of deposits. It has been properly pointed out that unsound in- 
flationary conditions may arise quite as easily out of a rapid in- 
crease in the rate at which bank deposits are spent as out of an 
increase in the absolute amount of deposits. For example, be- 
tween 1926 and the peak of the boom in 1929, the net deposits 
of member banks expanded about 12 per cent while debits to 
individual accounts rose about 66 per cent.® 

Proposed remedies. The Committee on Bank Reserves pro- 
posed to remedy these defects by a complete change in the basis 
for legal reserve requirements. Their proposals were: (1) to 
abolish the distinction between time and demand deposits; (2) 
to abolish the exemption of government deposits from reserve rer , 
quirements; (3) to require a flat reserve of 5 per cent against 
all net deposits; and (4) to require an additional reserve equal 
to 50 per cent of the average daily withdrawals from all deposits. 
In order that the reserve requirernents might not become ex- 
cessive, the maximum was fixed at 15 per cent of a bank’s gross 
deposits. Some banks with highly active accounts might find 
the 50 per cent rule prohibitive; hence the limitation. In order, 
however, to make such a bank feel some restriction, the 15 per 

® Report oj the Committee on Bank Reserves of the Federal Reserve System, 
1931. 

* Ibid,, p. 10. 

This change was incorpomted in the Banking Act of 1935. 
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cent limit would apply to gross deposits. A bank with highly 
active deposits receives an abnormally large volume of checks, 
which are deductible, however, in computing net deposits. To 
prevent the 15 per cent limit from being abnormally low, gross 
deposits would therefore be used. Pinally, (5) it was proposed 
that banks not located near a Federal reserve bank be given the 
privilege of counting vault cash as part of their legal reserve up 
to three-fifths of the total. Other banks would be permitted to 
count vault cash up to one-fifth of the total required reserve. 

Criticisms of proposed refonns. The proposal that legal re- 
serves of banks should be made to vary with the activity or 
■velocity of bank deposits has been severely criticized by B. M. 
Anderson, former economist for the Chase National Bank of New 
York City.^^ He believes, first, that the restrictive effects of in- 
creased required reserves with increases in deposit activity are 
likely to be too belated to be effective. He holds, for instance, 
that the speculative boom in the stock market in 1928 and 1929 
accumulated fuel in the form of excess reserves and expansion 
of credit during the preceding period when activity of deposits 
was low and money rates easy. Second, he holds that the tend- 
ency for the activity of deposits to remain high after the coUapse 
of commodity and security booms and during the early period of 
liquidation would make reserve requirements based upon activity 
extremely inconvenient. It would accentuate the pressure for 
liquidation at a time when ease in the money market is required 
to permit more orderly liquidation to be accomplished. In the 
third place, he points out that, quite irrespective of speculative 
boomsj there are cycles in the activity of bank deposits, which 
grow out of year-end business settlements and the longer settle- 
ment periods in agricultural regions where seasonal increases in 
activity sometimes continue for a period of several months. It 
would be unfortunate, he holds, to introduce a restrictive element 
into the banking situation merely because of the occurrence of 
such normal business variations. Particularly is this true in the 
light of the attempt of the Federal Reserve System to ease the 
pressure arising from seasonal variations in business and banking 
needs. Finally, he believes that the introduction of an inade- 
<iuate automatic restriction upon the credit situatiw might re- 
duce the feeling of responsibility on the part of the Board of 
Governors for taking positive action to check undue expansion 
through proper control of open-market and discount operations. 


t Chase Economic Bidletin, April 25, 1932, Vol. XII, No. 1. 
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T he earning assets of a bank consist of all of the negoti- 
able paper held by it, whether obtained by making advances 
to the bank’s customers or by purchase in the open market. 
Further, they include all of the securities, both bonds and stocks, 
which the bank holds for investment. Finally, they include bal- 
ances deposited with other banks insofar as these bear inter- 
est. These assets, then, are at the center of the whole banking 
operation. Upon their successful accumulation and arrangement 
depends the welfare of both the stockholders and the depositors. 
If they are sound and sufficiently liquid, the bank will be able 
to meet readily the demands of its depositors. Furthermore, 
they are the main source of revenue from which the expenses 
incident to banking operations and stockholders' dividends are to 
be met. One may classify the earning assets into three majca: 
groups: (1) secondary reserves; (2) loans to customers; and (3) 
bond investmentsv This classification is useful in spite of some 
tendency toward overlapping. 

Relation of primary to secondary reserves. The primary re- 
serves of a bank consist of cash on hand and demand deposits 
in other banks which are equivalent to cash. The relation of 
these reserves to the bank's deposits has been discussed in the 
preceding chapter. We found that Ihe minimum reserves which 
the law requires to be maintained against deposits are in practice 
of little value to the banker in meeting the depositors’ demands 
for ^sh. Actual drains of cash, whether over the counter, 
through adverse clearing house balances, or through an excess 
of checks presented by out-of-town banks, must be met out of 
actual cash or oftt of deposits ja othOT banks in excess of legal 
reserve requirensei^ ‘ This excess, comprising what might be 
tolled the in contrast to the legal reserve, must 

be adfeqtt»t#,to;cana l<» most day-by-day demands in the case of 
banks too r^itfote from the money market to be able to repfeni^ 

' .141 
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reserves on a moment’s notice * Even the working reserve must 
be maintained at some reasonable level in order that the bank’s 
business may move on without interruption. It is apparent, 
therefore, that any substantial variation in the mcoming or out- 
flowing cash of a bank cannot be cared for by drawing on either 
the legal or the working reserves. Since all banks, are from time 
to time subject to drains arising from the idiosyncrasies of the 
individual depositor, the irregular and seasonal variation in the 
requirements of business, or possible temporary losses of deposi- 
tor confidence,® they must be prepared to increase their cash hold- 
ings quickly, easily, and without loss. In order to do this, a 
bank should number among its assets loans and investments of a 
highly liquid nature, in sufficient quantity to provide against all 
normal cash requirements that might possibly arise. The bank 
assets that are of this highly liquid nature are referred to as 
“secondary reserves.” 

Size of secondary reserves. The relative size of a bank’s sec- 
ondary reserve depends upon a variety of circumstances. Pri- 
marily, the nature of the bank’s business, the diversification of 
deposits, the seasonal variations in cash requirements, all deter- 
mine the volume of highly liquid assets required by any individ- 
ual bank. The correct amount can be discovered only through 
experience. In addition to the minimum requirements indicated 
by experience, the conservative banker must necessarily allow 
for unusual, unpredictable needs. Local or general depression in 
business often tends to set up a heavy adverse trade balance for 
a given area, which then experiences heavy drains of cash out of 
the banks located therein. A loss of confidence in banks grow- 
ing out of business and bank failures may also create trouble. 
Since such needs are more likely to arise at the culmination of 
periods of prosperity or boom, it would seem desirable that par- 
ticular care be taken io maintain a high proportion of liquid 
assets at such times. 

The impossibihty of generalizing too much in the matter of 
necessary secondary reserves is emphasized by Mr. Fred A. Gar- 
lock in an article entitled “Two Country Banks in Iowa and 
Virginia”:® 


* This is not strictly true, since the method of computing member bank reserve 
requirements permits some daily variation in actual legal reserve, provided tl^at 
the average for any given computed period is up to the legal requirement. 

^ 2 This is particularly likely in times of acute depression and business failure?. 

2 Quoted by permission from the American Bankers Association JoUmal, 
October, 1932, pp. 54-57. ^ 
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Measures intended to assure the solvency of country banks often are for- 
mulated with little regard for the vast differences among these institutions. 
The differences are- not merely nominal. On $he contrary, they are so great 
that requirements or policies which may be well adapted to some banks axe 
sometimes totally unsuitable for others. Although much can be said in favor 
of uniform standards of banking practice, it is .easily possible to carry the idea 
of uniformity too far. 

An excellent example of this point is found in the varying needs of country 
banks for liquid assets. Instead of discussing the subject in general terms, 
let us use two banks, representing widely different types of country banking, 
for comparative analysis. Both institutions were organized before 1910 and 
still maintain open doors to their customers. Although their policies may not 
have been the best, the banks at least have survived these troublesome times. 

The comparison begins with the types of agriculture served by the banks. 
One is located in centrM Iowa where a combination of crop and livestock 
enterprises produces a year-round income for farmers, and the expenses of 
production also are spread throughout the year. The other is located in a 
section of Virginia where the principal sources of income are early white 
potatoes, peas, lima beans, and a few other perishables. Expenses of pro^ 
duction in this area are heavy from November to the middle of June, but the 
marketing season covers only the period from May through September. A 
large part of the income is received in June and July. 

The effects of these differences are clearly apparent in the deposit trends of 
the two banks. In the Iowa bank, deposits run a comparatively even course 
with little fluctuation from one time of the year to another. Deposits of the 
Virginia bank, however, rise to a tremendous peak from May to July or 
August, after which they fall continuously to a low point in the following 



. Chart 3. Variations in Deposits op an Iowa and a Virginia Country 

Bank. 

summer. Moreover, changes in the annual minimum and ma^dmum levels of 
depkisits ske greatet in the 'V^ii'gmia bank than in the Iowa bank. 

‘ In so far as the seasonal <Iemands of depositors determine the need for 
liquid assets, it is obvious that these two banks are in radically different posi- 
tions. Seasonal requirements of the Iowa tank’s depositors impose little need 
for liquidity, as a comparatively smah cash reserve would absorb most of the 
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fluctuations of deposits. But the Virginia bank must hold liquid assets in 
July or August equal to 40 to 50 per cent of its deposits if it is to meet the 
withdrawals which commonly occur in the following months. An extra margin 
of liquid assets is needed to protect against annual changes in the lows of 
deposits. As the seasonal trough of deposits is approached, the volume of 
liquid assets needed, of course, grows less. 

In both banks the need for liquidity arises more largely from the demand 
accounts than from time and savings accounts. . . . 

An interesting method for computing the needed secondary 
reserves for any particular bank has been proposed by Elmer 
Hartzel.^ He suggests that the expected maximum fluctuation 
in deposits be added to the changes in local loans if they move in 
opposite directions, and that one be subtracted from the other 
if they move in the same direction, in order to find the secondary 
reserve requirements to meet the needs for any particular time. 
Thus, if deposits tend to decline while local loans also decline, 
the decline in local loans provides the funds to meet deposit with- 
drawals. But if local loans increase with deposit withdrawals, 
secondary reserves must be available to meet the combined losses 
erf cash from both sources. 

CompositLott of secondary reserves. There is some difference 
of opinion as to the specific type of banking assets that can prop- 
erly be classified as secondary reserve. In one respect, however, 
there is general agreement. Secondary reserves should consist of 
assets which cm he turned into cash -promptly and without loss. 
Ready marketability is therefore a prerequisite for assets whose 
maturity is not immediate. Moreover, even readily marketable 
bonds ^ould be reasonably near to maturity to avoid the pos- 
sible loss attending a sale in times of tight money and high inter- 
■ est rates. Banks frequently find it necessary to dispose of bonds 
when high money rates cause, the longer-matoing, fibred interest- 
bearing obligations to lose market value. 

More ^eeifically, secondary reserves may include high-grade, 
readily marketable bonds nearing maturity. In additioii, they 
may comprise high-grade, diiort-time eommercial paper and bank- 
ers’ acceptances. Prime ccanmercml paper purchased in the open 
commercial paper market is well adapted fw use as secondary 
reserve for several reasons. First, it can be purchased in amounts 
and with maturities which suit the needs of the individual 
banker. It is issued in convenient denominations. Maturities 
ofm be. arranged so that funds will be forthcoming to the bank at 

Measurement of a Bankas Secondary and Iirv^meiit Eeserres,” /oiimai 
of SnmiesSf Oofeober, lft34, p. 344. . , , . ^ 
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such times as banking needs dictate. Since open-market bor- 
rowers do not ask for renewals, their paper can be relied upon 
as a certain source of cash. Further, commercial paper, when 
within ninety days’ maturity, is normally eligible for rediscount 
and can be turned into cash through sale, after indorsement, to 
the Federal reserve bank. 

Bankers’ acceptances form another valuable addition t® sec- 
ondary reserves. They are desirable because of their high qual- 
ity and relatively short matmity. Their ready marketability is 
augmented by the willingness of the Federal reserve banks to 
purcha^ them at a quoted buying rate. The same advantages 
^ist for short-term government obligations. In addition, gov- 
ernment securities, both long- and short-term, may be used as 
collateral for member banks borrowing at the Federal reserve 
banks.® 

Call loans on the stock market also play an important part in 
secondary reserves. They are favored by the banker since tiiey 
furnish him the most convenient method for making daily ad- 
justments in his reserve balances. When reserves are above 
normal, the bank can increase call loans, while a reversal of the 
process enables it to correct reserve deficiencies. 

There is a difference of opinion as to the propriety of mcludiug 
customers’ paper eligible for rediseoupt as part of a bank’s sec- 
ondary reserve. To be sure, a member bank is normally able to 
obtain additional cash or reserves through the process of redis- 
counting. Why, then, should not such paper be counted as 
secondary reserve? Several reasons can be suggested. First, 
customers’ paper cannot be rediscounted without the member 
bank’s indorsement. Therefore, the bank cannot sell the paper 
outright as it can bonds, bankers' acceptances, and short-time 
treasury obligations; There exists always the contingent liar 
bihty to make good the paper if it is not paid by the customer 
at maturity. This consideration, combined with the fact that 
customers’ paper is to a large extent renewed, means that the 
bank must normally stand ready to take up the paper by making 
a new loan to the customer to replace the old loan held by the 
Federal reserve bank. Finally, possession of eligible paper alone 
does not absolutely guarantee that the bank can obtain cash. 
Not only must the paper be eligible, but it must also be acoept- 
ai)le to the Federd reserve bank. Since the acceptability is 


la statie brinks are allcwed to satisfy part of their legal resewe 

j^diespll^ts witfe holdings of government bonds. 



146 THE BANK’S SECONDARY RESERVES 

partially based upon the member bank’s indorsement, it follows 
that the Federal reserve bank may refuse to discount eligible 
paper for an overextended bank. Therefore, eligible customers’ 
paper virtually resolves itself into a basis for borrowing at the 
Federal reserve bank rather than a source of permanent cash 
resources. To the extent that the banker’s need for secondary 
reserve represents a temporary need for cash to tide over a sea- 
sonal need, there seems to be little reason for denying that eli- 
gible customers’ paper can be classified as secondary reserve. 
Perhaps it would be correct to hold that an estimate of the sec- 
ondary reserve needed to provide protection against contingencies 
other than regular seasonal needs should not include customers’ 
eligible paper, while that part which is needed to provide for 
seasonal variation might well include such paper. This problem 
is still further complicated by the broadening of the basis of Fed- 
eral reserve bank advances to member banks under Sec. 10b of the 
Federal Reserve Act. 

Merits of different types of secondary reserves. A very prac- 
tical problem confronts the banker who has determined the vol- 
ume of secondary reserves needed. Which of the several possible 
forms should such assets take? This question can be answered 
only in the light of information regarding the safety, convenience, 
yield, and availability of the different forms. 

Perhaps there is little choice between the several form^ of 
secondary reserves on the grounds of safety of principal. Prime 
commercial paper, bankers’ acceptances, and United States 'Gov- 
ernment obligations all rank high in this regard. There has 
been some tendency to criticize call loans on this score, but re- 
gardless of the embarrassment which banks experienced with 
call loans during the time preceding the establishment of the 
Federal Reserve System, recent experience has been most favor- 
able. During the stock market crash beginning in October, 1929, 
the interior banks were able to liquidate their call loans readily 
and without loss. This was made possible by the willingness and 
ability of the New York City banks to lend call money freely to 
replace the funds withdrawn by corporations and country banks 
at the first sign of disaster.® 


® During the week ending October 30, 1929, loans to brokers for out-of-town 
banks made by New York banks declined $800,000,000, while the New York 
banks increased their own brokers^ loans $1,000,000,000. The Federal Reserve 
Bank of New York facilitated this action by discounting $150,000,000 worth of 
paper for members and buying $150,000,000 worth of United States Government 
securities in the open market. Federal JR. eBerve November, 1929j p. 703. 
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It must be noted, however, that the liquidity of call loans in 
times of financial stress depends in large measure upon the will- 
ingness and ability of the New York banks to come to the rescue 
and “bail out” the other bankers who are anxious to call their 
loans. The ability of the New York banks to bring assistance is 
further conditioned by their ability in turn to obtain advances 
from the Federal Eeserve Bank of New York. It is improbable 
that the Federal Reserve Bank of New York would willingly 
shut off the needed funds and allow a stock market crash to de- 
velop into a financial panic. 

Some idea of the earnings which the banker may hope to real- 
ize on various forms of secondary reserve can be obtained from 
the New York City open-market rates. Table 8 shows such rates 
for the period 1926-1940. 


TABLE 8 

New York Citt Open-Markett Money Eates 
Prime V* S. C ertifir 



Prime 

Banker^ 

cates of 


Treasury 




Commercial Accepts 

Indebted” Treasury 

Notes 

Treasury 

Cell 

Date 

Paper 

ances 

ness 

BiUs 

(S”5”yr.) 

Bonds 

Loans 

1926.. 

. . . 4.34 

3.61 

3.15 



3.68 

•4,43 

1927. . 

. . . 4.11 . 

3.45 

3.10 



3.34 

4.05 

1928.. 

... 4.86 

4.10 

3.99 



3.33 

6.05 

1929.. 

... 5.85 

5.03 

4.42 



3.60 

7.61 

1930. 

... 3i9 

2.46 

2.23 



3.29 

2.77 

1931.. 

... 2.63 

1.59 


1.402 


3.34 

1.74 

1932.. 

. . . 2.73 

1.20 


.879 


3.68 

2.65 

1933., 

. . . 1.72 

m 


J15 

2.66 

3.31 

1.15 

1934.. 

. . . 1.02 

.25 


.256 

2.12 

3.12 

1.00 

1935. , 

76 

.13 


.137 

129 

2.79 

.56 

1936.. 

... .75 

.15 


.143 

1.11 

2.65 

.96 

1937.. 

, . . . .95 

.19 


.447 

1.40 

2.68 

1.00 

1938.. 

81 

.44 


.053 

.83 

2.56 

1.00 

1939.. 

59 

.44 


.023 

.59 

2.36 

1.00 

1940., 

... .56 

.44 


.014 

.50 

2.21 

1.00 


The volume of the vAous forms of paper appropriate for use 
as secondary, reserve depends upon the state of business and the 
fiscal requirements of the government. It naturally follows that 
the banker's choice of secondary reserves is subject to limitation. 
The tremendous expansion of governmental funded debt during 
the First World War fumidied an abundant supply of govern- 
ment bonds for investment by banks. The rapid growth of 
short-term government borrowing after 1932 has provided a huge 
volume of treasury bills, notes, and certificates of indebtedness, 
as shown in Table 9. 
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TABLE 9 

Unubd States Go\'ernment Interest-Bearing Debt* 
(In Millions of Dollars) 


Date 

Bonds 

Notes ■ 

Bills 

Certificates 

June, 1932 

13,460 

1,261 

616 

2,726 

1933 

13,417 

4,548 

959 

2,108 

1934 

15,679 

6,653 

1,404 

1,517 

1935 

14,019 

10,023 

2,053 


1936 

17,168 

11,381 

2,354 


1937 

19,936 

10,617 

2,303 


1938 

21,846 

9,147 

1,154 


1939 

25,218 

7,243 

^ 1,308 


1940 

26,555 

6,383 

1,302 


April, 1941 

29,554 

5,721 

1,603 



♦ As reported in tlie Federal Reserve Bulletin. 


The variations in the volume of banker’s acceptances and 
open-market commercial paper available for use as secondary- 
reserves are illustrated in Table 10. 

TABLE 10 

COMMEBCOAL PAPBR AND BANKERS^ ACCEPTANCES OUTSTANDING 

(In Millions of Dollars) 



Commercial 

Bankers* 

Date 

Paper 

Acceptances 

1925 Jan 

819 

834 

June 

759 

607 

1926 Jan 

654 

788 

June 

652 

621 

1927 Jan 

550 

773 

June 

579 

751 

1928 Jan 

677 

1,058 

June 

503 

1,026 

1929 Jan 

407 

1,279 

June 

274 

1,113 

1930 Jan 

404 

1,693 

June 

527 

1,305 

1931 Jan 

327 

1,520 

June 

292 

1,368 ^ 

1932 Jan 

108 

961 

June 

103, 

747, 

1933 Jan 

85 

^7 

June 

73 

687 

1934 Jan 

lOS 

771 

June 

151 

53^ 

1935 Jan. ..... 

171 

516 

June 

169 

343 

Jan. 

178 

384 

June 

169 

331 

1937 Jan 

244 

8^ 

June 

285 

3^ 
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TABLE IQ—iOont.) 



Commercial 

Bankers^ 

Date 

Paper 

Acceptances 

1938 Jan 

299 

326 

June 

251 

268 

1939 Jan 

195 

255 

June 

181 

245 

1940 Jan 

219 

229 

June 

224 

206 

1941 Jan 

232 

213 


In December, 1940, the total net deposits of the banks of tlie 
United States were $65,021,000,000. At this time the combined 
volume of bankers’ acceptances and open-market commercial 
paper outstanding was only $445,000,000, or about .7 of 1 per 
cent of the total net deposits. Clearly, under these circum- 
stances neither bankers’ acceptances nor open-market commercial 
paper can provide any very substantial amount of secondary re- 
serves for the banking system. This situation explains the pres- 
ent-day dependence upon short-term Treasury obligations as » 
source of bank liquidity. 
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A fter proper provision has been made for secondary reserves 
adequate to care for all normal seasonal, cyclical, and irregu- 
lar variations in deposits, plus some margin of safety, the remain- 
ing funds may properly be invested in assets which are less liquid. 
Such assets are of primary importance to the bank because they 
normally yield a higher rate of return than the highly liquid 
assets comprising the secondary reserve. Moreover, they are 
necessary to the economic life of the community in which the 
bank is situated, for local custcaners’ loans normally fall into 
this category. Although part of these customers’ loans are eli- 
gible for rediscount at the Federal reserve banks, a large part 
are for such perisds of time and such purposes that they do not 
give rise to eligible paper. For example, somewhat less than 
one-fifth of the customers’ loans of the “country” national banks 
on December 31, 1931, were eligible for rediscount.^ 

Types of loans. The loans which the ordinary commercial 
bank makes to customers fall into two general classes: secured 
and unsecured. A secured loan is one in which the lender is pro- 
tected not only by the general ability and willingness of the bor- 
rower to repay but also by the pledge of some salable asset which 
may be sold and of which the returns may be' applied to the debt 
in ease it is not paid when due. It follows that collateral given 
as security for such loans may take any number of several forms. 
The most common collateral used to secure bank loans consists of 
stocks and bonds. Another type, commodity collateral, is made 
up of documents of title to marketable goods: warehouse receipts, 
negotiable bills of lading, and trust receipts. A third type of 
collateral is made up of claims to personal and real property in 
the form of chattel and real estate mortgages. These three con- 
stitute the most important forms of collateral, but other t 3 q)es 


1 Estimated from data given in the Annwxl Report of the Comptroller of the 
Currency, 1932, p. 473, 
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are also in use. The cash surrender value of life insurance pol- 
icies may be pledged as security for loans, as may 'notes receiv- 
able or, occasionally, accounts receivable. 

The relative importance of customers’ loans. Reference to 
Table 11 and Chart 4 will enable the reader to visualize the 
changes which have occurred in the relative importance of custom- 
ers’ loans and other loans since 1929. It is believed by many stu- 
dents of banking that commercial loans have experienced both 
a cyclical and a secular decline in relative importance among 



Chabt 4. Load's op Mbmbeb Banks, (Courtesy of the Board of Governors of 
the Federal Eeserve System.) 


the assets of banks. The explanation for this change rests first 
upon the shift which has occurred in the methods of busi- 
ness finance. The growth of large-scale business enterprises has 
tended to enable many firms to obtain permanent working capital 
economically by the sale of securities. They, therefore, no longer 
are in need of short-term bank loans. Further, during the boom 
period which ended in 1929, profits were plowed back into the 
business and provided an added source of financial resources dur- 
ing the depression. Finally, a tremendous expansion in the bond 
holdings of banks .has appeared. This expansion resulted from:, 
(a) the decline in the demand for commercial loans, (b) the ex- 
cessively large volume of bank reserves, and (c) the bountiful 
supply of government obligations made available by deficit finan- 
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cing. In a way, the expansion in the banks’ holdings of govern- 
ment securities tends to become self-perpetuating. The bank 
funds, created out of the purchase of government obligations by 
the banks, find their way into the coffers of business firms which 
benefit directly or indirectly from government spending. Thus, 
firms which normally might be in the market for bank loans are 
to seme extent already supplied with adequate funds. 

Loans on Stocks and Bonds 

If savings banks are excluded, one may say tnat stocks and 
bonds furnish the most important t 3 T)e of collateral used to secure 
bank loans. On June 30, 1936, loans of all member banks se- 
cured by stocks and bonds amounted to $4,208,000,000, as com- 
pared with loans secured by real estate amounting to $2,340,000,- 
000 and “other loans,” including loans on other forms of collater^ 
as weU as unsecured loans, of $5,858,000,000.^ 

Borrowers on stocks and bonds faU into three classes: (1) those 
borrowing to finance trading in securities, such as brokers, deal- 
ers, and speculators; (2) businessmen who find it desirable to 
borrow on collateral instead of upon their own unsecured notes 
for current business needs; and (3) consumer borrowers who 
have to finance some current need and have available collateral. 

Loans for security trading. The borrowers who use funds 
to finance trading in securities are of two t 3 ^es. There is, first, 
the investment banking house, which borrows from conunercial 
banks on the collateral of securities owned by the borrower 
and in process of being distributed ioto investors’ hands. The 
amount of borrowing for such purposes varies with the loca- 
tion of the bank, the nature of its clientele, and the state of the 
investment market. The large city banker is called upon for 
such loans if cmrent security flotations exceed the capacity of the 
investment bankers’ own capital. The banks located outside of 
the financial centers have little, if any, loans of this kind. 

Second, there is the numerically much more important class 
of borrowers composed of brokers and speculators. The magni- 
tude of brokers’ loans in general during times of acute specula- 
tion is shown by the fact that such loans were in excess of .$9,000, - 
000,000 in October, 1929.® At the end of 1930, when a large 

2 On December 31, 1929, loans on stocks and bonds were over $10,000,000,000, 
as compared with. ^,191,000,000 in loans on real estate and $12,000,000,000 in 
other loans. 

® ^'Operation of the National and Tederal Reserve Banking Systems,” Bearings 
before a Bvbcommittee of the Committee on Banking and Currency, BnUed 
States Senate, 72d Cong., 1st sess., S. Res. 71, p. 1021. 
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Beginning 1938, “Other Loans” is a residual item not comparable to the eaj’ller classification of the same title. 
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reduction had taken -place in brokers’ loans, the percentage which 
brokers’ loans were of all security loans for different ts^Jes of 
member banks was as follows: * 


New Yoik City banks 41% 

Chicago banks 34 

Banks in other reser\’e cities 14 

Country banks 5 


These figures indicate that banks of the large cities make a 
larger fraction of their security loans to brokers than do those of 


•ILklONI OF DOLUKS JUNE SO, I•t4' ItZO: CALL KEFOHr JATCS AfTfK JUNE SO, l»D SILUONS OF OOUANI 

80 “ " 80 



19(4 1916 1918 1920 1922 1924 1926 1928 1930 1932 1934 1936 1938 1940 1942 

Chart 5. Loans and Investments of All Banks in the United States. 
(Courtesy of the Board of Governors of the Federal Eeserve System.) 

smaller cities. The latter lend directly to customers on collat- 
eral, both for speculative and nonspeculative purposes. 

Some idea of the distribution of security loans among the dif- 
ferent t 3 Tpes of borrowers may be obtained from analyzing the 
figures reported by banks in answer to questionnaires sent out 
by the Senate Subcommittee in charge of the hearings on S. Res. 
71, 1931. At the end of 1930, the security loans for ten report- 
ing New York City banks and twenty reporting banks located 
outside of the city were distributed as follows: “ 


* Ibid ^ p. 1023. 

6 Ibid., p. 1012, These figures were computed from the answers of individual 
banks to a questionnaire submitted to them by the committee. 
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SECURITY LOANS 


For Commercial, 
Industrial, and 
Agricultural Use 


For the Sole 
Purpose of 
Carrying 
Securities 


New York City 19,1% 73.1% 

Outside New York City 18.0 74.4 


For Other 
Purposes 

rsfc 

7.6 


In addition to making security loans to brokers, dealers, and 
others in order to finance the carrymg of and speculatiag in stocks 
and bonds, banks frequently make such loans to individuals de- 
siring to make investments. Such borrowers find it feasible to 
purchase more securities than they can pay for at the moment, 
borrowing the difference from the bank and using the purchased 
securities as collateral for the loan. Repayment is then made 
out of the borrower’s income. 

Commercial loans secured by stocks and bonds. Business- 
men frequently find it desirable to use securities as collateral for 
loans intended for business purposes. Probably the banker pre- 
fers to obtain collateral for any loan. His ability to lend with- 
out collateral arises from the fact that his knowledge of the bor- 
rower’s financial condition and general credit standing is quite 
complete. Complete knowledge requires long acquaintanceship, 
careful investigation, or both. The offering of suitable stocks- 
and-bonds collateral reduces the need for investigation of the 
credit standing of the Ixurower and smooths the way to the loan 
agreement. It is not surprising to find, therefore, that commer- 
cial loans sometimes appear as security loans. The figures ap- 
pearing in the above table show that at the end of 1930, 19 per 
cent of all the security loans of New York City banks were really 
commercial in character, while 18 per cent of security loans of 
twenty banks in various parts of the country outside of New 
York City were commercial. The reasons for tlie use of collateral 
for commercial loans may be briefly summarized as follows: 

1. The borrower may have^ poor credit rating and must fur- 
nish collateral to get the loan. 

2. The use of adequate security collateral may reduce the rate 
of interest charged by the bank. 

3. The use of collateral, may increase the size of the loan avail- 
able by avoiding the legal restrictions on size of loans to one 
borrower. For example, loans secured by United States obliga- 
tions are subject to a limitation of 15 per cent of the bank’s cap- 
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ital and surplus, in addition to the 10 per cent limit on loans to 
one individual or firm.® 

Although the problem of analyzing the borrower’s credit stand- 
ing is avoided in cases of properly margined security loans, such 
loans present certain other problems. The collateral offered 
must be marketable and of a value sufficiently above the amount 
of the loan to assure the bank that it will not be caught in a fall- 
ing market. The collateral, in turn, must be regularly and care- 
fully scrutinized and any dechne in the margin of market value 
of the securities over the face of the loan be promptly made up. 
This task is assumed by the New York City banks in making 
loans for their country correspondents on the stock exchange. 
Before 1929 they normally made a charge for their services of 5 
per cent of the interest earned. During that year, while the Fed- 
eral Reserve Board was attempting to slow down the speculative 
tempo of the stock market, the commission charged for such 
loans was changed to % per cent per annum.^ Adequate mar- 
gins are more likely to be maintained against brokers’ loans than 
against collateral loans to customers. Since the broker is liable 
for the repayment of funds advanced to speculators, he is more 
likely to be prompt and insistent in demanding proper additions 
to collateral than will be the bank in dealing with its own custom- 
ers. Hence it may be said that, other things being equal, brokers’ 
loans are the safest of all collateral loans to finance trading in 
speculative securities. On ihe other extreme have been loans to 
security company affiliates engaged in underwriting security is- 
sues. Naturally, the bank is tempted to dangeroiKly easy- 
going in its attitude toward the margin requirements of such 
loans. H the collateral offered by the borrower is not easily 
marketable, but consists of securities of local enterprises, Ihe 
banker must consider not only the sotmdness of the collaterai but 
also the credit standing and djility of the borrows: to repay; ' 
otherwise the bank may easily find itself an unwillmg participant 
in the ownertiiip of local enterprises. 

Below is a copy of the general coUateral agreemeiit signed by 
those making security loans with the Bankers Trust Company of 
New York.® 


« Revised Statutes^ Section 5200. , 

^ Dtoing the depression, the charge was lowered to % pbr cent per annum, hut 
la4jer became % per cent again. New York Times j October 26, 1^5., , 

® “Stock Exchange Practices,” Hearings before the Comm^tee orp Banking, OpR 
Currency j XJnUed States Senate^ 72d Cong., S. Res. 84, Appendix to Pts. 1, 2, 
and 3, pp. imSS. ’ ' 
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Liability Agreement 

Know All Men By These Presents, That the undersigned, in considera- 
tion of financial accommodations given or to be given or continued to the 
undersigned by or through Bankers Trust Co., of the city of New York 
(hereinafter, whether referred to as agent or otherwise, being called the 
^'company”), hereby agrees with the company, for its own account and as 
agent for every other person to whom, and firm or corporation, to which the 
undersigned is or may become indebted by reason of any transaction through 
the company as such agent or by reason of any assignment by the company 
of all or any part of any indebtedness of the undersigned, that whenever the 
undersigned shall become or remain directly or contingently so indebted in 
any manner whatsoever, the company shall then and thereafter, for its own 
account and as agent for each such other creditor, have the following rights 
in addition to those created by the circumstances from which such indebtedness 
may arise, against the undersigned or the executors, administrators, successors, 
and assigns of the undersigned, namely: 

1. All securities now or hereafter deposited by or for the account of the 
undersigned with the company as collateral to any such loan or indebtedness 
of the undersigned to the company ^nd/or other creditor, shall also be held 
by the company as security for any other such liability br liabilities of the 
undersigned, whether existing or thereafter contracted or existing, due or to 
become due, or to be held by the company for its own account and/or as 
agent, and the company shaJ[l also have a lien upon any balance of the depoint 
account of the undersigned with the company existing from time to time, and 
upon all property and securities of every description now or hereafter given 
unto, or left in the possession ot custody of the company for safekeeping or 
otherwise, by or for the account of the undersigned or in which the under- 
signed may have any interest (all remittances and property to be deemed left 
with the company as soon as put in transit to it by mafi or carrier) as security 
for any such liability or liabifities. 

2. The undersigned shall deliver to the company additional collateral satis- 
factory to it whenever called for by it, so that there will at all times be with 
the company a margin of security satisfactory to it for all such liabilities of 
the undersigned now existing or which may hereafter be contracted or exist- 
ing, due or to become due, or held, or to be held by the company for its own 
account and/or as agent, and in case of failure so to do forthwith all such 
liabilities of the undersigned shall become at once due and payable at the 
option of the company, notwithstanding any credit or time allowed to the 
undersigned hy any, pstruhaent evidencing any of the saki liafailities or 
otherwise* 

3. The company is hereby authorized and empowered at its option .at any 

time and from time to time to appropriate and apply to the pajnnent and 
extinguishment of any such liabilities of the undersigned, whether or not east- 
ing or hereafter contracted, any and ail moneys or other property olr proceeds 
therecrf iiow or hereafter in the hands of the.cbmpany on deposit or otherwise, 
for the ae<^unt of, to the credit , of, or belonging to, the undersized, whether 
such! ^.Ijilities ,are then dpe or not dne. In the event of the insolvency of, 
or thW or k fe^efter of the property of, or an assignment for the 

iktmM df of/ithd undersigned, hr the fifing by the undersign^ of a 

vtiiihlary ./petiykm*iil h^nkn^toy) or *die fifing of an invoknitary petition in 
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bankruptcy against the undersigned, or any attachment against the crediic 
or property of the undersigned with the company, all such liabilities of the 
undersigned shall, at the option of the company, become and be immediately 
due and payable without demand of payment. 

4. Upon kilure of the undersigned either to pay any indebtedness to the 
company and/or to any other creditor when becoming or made due, or to 
keep up the margin of collateral securities above provided for, then, and in 
either event the company is authorized immediately to sell, assign, and deliver 
the whole of said securities so held by it, or from time to time any part 
thereof, or any substitutes therefor, or any additions therefor, or any additions 
thereto at any brokers’ board, or at public or private sale, for cash, upon 
credit, or for future delivery, all at the option of the company, without either 
advertisement or notice, which are hereby expressly waived, and to apply the 
net proceeds thereof to one or more or all of such liabilities of the undersigned, 
whether then due or not. Upon any sale or sales at public auction or brokers’ 
board, or exchange above provided for, ihe company may bid for and/or 
purchase the whole or any part of said securities or property, free from any 
right of redemption, which is hereby waived and released. 

5. All securities deposited by the undersigned with the company as col- 
lateral to any such liabilities of the undersigned may be pledged by the 
company, either alone or mingled with other securities, to the United States 
or to the reder§,l reserve bank, to secure deposits or other obligations of the 
company, whether or not such liability of the company be in excess of such 
liabilities of the undersigned. 

6. Calls for collateral or any notices to the undersigned may be made or 
given by the company by leaving or mailing same to the address given below 
or the last known address of the imdersigned, with the same effect as if 
delivered to the undersigned in person. 

It is further agreed that these presents constitute a continuous agreement, 
applying to any and all future as well as to existing transactions between the 
undersigned and the company for its own account and/or the account of any 
other person, firm, or corporation. 

Dated, New York, N. Y., — day of 19. 

Address 

Witness: 


Loans on Commodity Collateral 

For reasons similar to those which make borrowing on stocks 
and bonds advantageous to businessmen and firms which are in 
a position to utilize them, it is frequently desirable for borrowers 
to furnish commodity collateral. The extent of the use of such 
collateral can be seen from Table 12. 

Basic commodities used eis collateral. Although commodity 
collateral generally consists of warehouse receipts, bills of lading, 
or trust receipts, the underlying commodities are of great variety. 
Originally they included only such staples as grain, cotton, wool, 
and meat produce, which were easily graded and stored. With 
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TABLE 12 

Loans of National Banks Secured by Personal Securities Other Than 
Stocks and Bonds, and Including Merchandise, 

Warehouse Receipts, etc * 

(In Thousands of Dollars) 


June 30, 1915 $882,752 

1916 884,977 

“ 1917 1,073,842 

« 1918 1,260,122 

" 1919 1,331,359 

“ 1920 1,782,399 

1921 1,662,717 

1922 1,383,017 

“ 1923 1,387,363 

1924 1,350,764 

1925 1,363,316 

1926 1,458,026 


or 13.5% of total loans 
11.5 

11.9 

12.4 

12.5 

13.9 
13.8 
12.2 

11.7 
115 

10.7 

10.8 


* Report of the Comptroller of the Currency, 1926, p. 405. The above fig-ures do not 
represent exactly the volume of loans secured by commodities, since other personal 
security is included. However, the bulk is commodity collateral. Later reports are 
not in such form as to permit the segregation of loans of this type. 


the modern improvements in the art of cold storage, a vast array 
of commodities can be stored, and the warehouse receipts against 
them may appear as collateral for bank loans. We now have 
grain in elevators, whiskey, tobacco, silks, tea, cotton, butter, 
eggs, fruits of all kinds, raisins, nuts, vegetables, fish, wool, car- 
pets, and rugs, to ihention a few of the t3^es used.® To make 
the use of warehouse receipts more available to manufacturers 
and other businessmen who are unable to put their staple raw 
materials in storage in some bonded warehouse located elsewhere 
than the borrower’s place of business, public warehousemen are 
now employing field or branch warehouses at the plant of the 
manufacturer. Complete custody of commodities used for col- 
lateral for loans is given to these branch warehouses.“ 

Problems of commodity collateral. Like loans secured by 
stocks and bonds, commodity collateral loans present the prob- 
lems of marketability and value. If the underlying commodities 
are regularly traded in on organized exchanges, there is the ad- 
vantage of assured marketability as well as opportunity to keep 
close check upon changes in market value. But many commodi- 
ties on which warehouse receipts are issued and offered as col- 

^ Phillips, Chester A., Bank Credit, New York, The Macmillan Co., 1920, p. 227. 

10 Gibson, A. T., “Warehouse Receipts,” American Bankers Association Journal, 
October, 1932, Vol. 25, p. 27* See also “Field Warehouse Receipts,” Federal 
Reserve Bulletm, June, 1937, pp. 513-521. 



160 


LOANS AND DISCOUNTS 


lateral for banks are not dealt in on regular exchanges. Their 
marketability depends, often, upon a relatively narrow range of 
buyers. Under such circumstances, the lening banker must 
rely not only upon a wide margin of collateral but also upon the 
borrower’s general credit standing and the probability that the 
collateral will in due time be turned into income. Although not 
so satisfactory as a loan on more staple articles, loans on the less 
marketable forms of commodity collateral have an obvious ad- 
vantage over unsecured loans in that they give the lender a prior 
claim on certain specific valuable assets in ease of bankruptcy. 
Collateral notes of all kinds ordinarily contain a power of sale in 
case of default or bankruptcy. Loans on warehouse receipts are 
preferable to loans on chattel mortgages because of the greater 
convenience and lack of legal procedure involved in realizing on 
the collateral. 

Bills of lading. The three basic tj^es of documents which 
bankers receive as security for loans are (1) bills of lading, (2) 
warehouse receipts, and (3) trust receipts. Bills of lading are of 
two sorts. The so-called “straight” bUl of lading calls for the de- 
livery of goods by the carrier to a designated consignee. When 
goods are shipped under a straight bill of lading, the carrier dis- 
charges its obligation by delivery to .the consignee, and may 
properly do so regardless of whether or not the conagnee has the 
bill of lading. This type of bill of lading, therefore, is valueless 
as security for loans, since its possession by the bank does not 
carry with it the right to take possession of the goods from the 
carrier. The order or negotiable bill of lading, however, is a 
document of title upon which a bank may safely lend, for such a 
bill, properly indorsed, gives the holder the right to take posses- 
sion of the goods. 

The value of a bill of lading as collateral for loans is, of course, 
dependent upon the value of the commodity in shipment. There 
is the risk that the “shipper’s count,” relied on by the carrier, 
may be inflated or that the goods may be of inferior quality, 
Tinally, there is the possibility that the , shipper’s title to the 
goods may be defective or that the individual pledging the bill of 
lading may not have title to it. The latter problem is simplified 
somewhat by the provisions of the Federal law which provides 
that order bills of lading arising in interstate commerce may be 
negotiated by any person having possession, however acquired, 
if the goods are deliverable to the order of that person or if the 
bill of lading has been indorsed in blank. 
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Warehouse receipts. A negotiable warehouse receipt issued 
by a responsible, bonded warehouseman may provide high-class 
security for bank loans. The safety of such loans cannot be left 
to chance but requires that the lender assure himself on the fol- 
lowing points: 

1. The suitability of the Warehouse or storage facilities. 

2. The responsibility and competency of the warehouseman. 

3. That the receipt contains information which provides an 
honest, impartial, and comprehensive description of the com- 
modity. 

4. That the terms of the warehouse receipt are such as to safe- 
guard the lender. 

6. That there is bonded responsibility behind the receipt, with 
the bond in such form that it can be realized on by the holder of 
the receipt. 

6. That there exists a bona fide relationship of bailor and bailee 
between the storer and the warehouseman under which the 
latter and his representatives or his local custodians are com- 
pletely and wholely independent of the storer. This last point 
is especially important in the case of field warehousing. 

To improve the quality and security of warehouse receipts and 
to clarify and standardize their use, the Uniform Warehouse Ee- 
ceipts Act has been adopted by 46 states," and the United States 
Warehouse Receipts Act has been enacted by the Federal Gov- 
ernment. To insure honest grading and financial responsibility 
on the part of warehousemen of agricultural products, the Secre- 
tary of Agriculture may license warehousemen of agricultural 
products and requif? that; tW be satisfactorily bonded to the 
United States Goyeamment. Any person injured by the default 
of the warehouseman may sue in his own name’ on the bond. To 
improve the protection afforded to holders of warehouse receipts, 
the Uniform Warehouse Receipts Act provides that the vali^ty 
of the negotiation of a warehouse receipt shall not be impaired 
by the fact that (1) it was a breach of duty on the part of the 
person making the , negotiation or (2) - the owner of the receipt 
was' induced by fraud, mist^e, or duress to entrust its possession 
to the person negotiating it, provided the buyer acted in good 
faitli. UhUW, holders of warehouse receipts are sub- 

jeet to .a|^ pl:;eviol|S%■ recoiled |iens and have no recourse in such 

An, Jntrodwkien *FMd Warehcming, 1941, Bank Management Com- 
Aj^terican Bapkw Aseodiation. 
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a case against the warehouseman who issues the receipt in good 
faith, the Warehouse Receipts Act provides that the depositor 
of the goods subject to a lien, negotiating the warehouse receipt 
for value with intent to deceive and without disclosing the lien, 
is punishable by fine and imprisonment. 

A relatively important development has occurred in the last 
decade in the form of field warehousing.^* Pield warehousing 
differs from ordinary warehousing in that it involves the use of 
the warehouses belonging to the borrower instead of those be- 
longing to an independent warehouseman. In order that ware- 
house receipts issued against goods stored in the borrower’s own 
warehouse may be of use as collateral for a loan by the bank, it 
is necessary that the warehouse be completely removed from 
the custody of the borrower and be transferred to the custody of 
an independent warehouseman. To accomplish this, the ware- 
house in which the goods are stored is leased by the independent 
warehouseman, who takes over sole possession and places con- 
spicuous notices on the warehouse to notify the public that goods 
contained therein are subject to warehouse receipts which are 
probably pledged. To be acceptable collateral, the receipts must 
be issued by a clearly independent individual or firm regularly 
engaged in warehousing. It is the general practice for field 
warehousing companies to hire one or more persons -employed 
by the storer to act as custodians. The best arrangement is one 
in which the custodian is whoUy employed by the warehouseman, 
although instances occur where the warehouseman pays only 
part of the custodian’s wages. 

Field warehousing offers decided advantages to both borrowers 
and lenders. In many lines, borrowers’ only commodity col- 
lateral comprises inventory which.cannot conveniently be placed 
in a public warehouse. The field warehouse plan, properly ex- 
ecuted, enables such borrowers to offer banks collateral which 
otherwise would be unavailable. Not only is the borrower’s 
credit position somewhat enhanced, but also the bankers obtain 
the benefit of a better loan outlet. The growth of field ware- 
housing has done much to expand the use of commodity collateral 
for bank loans. Such widely different commodities as apples, 
automobiles, beer (in vats), brass, paper boxes, peanuts, railroad 
ties, rubber tires, tin plate, and washing machines, to name but a 
few, have been used as the basis for loans on field warehouse re- 


^2 Cf. An Introduction to Field Warehousing, 1941, American Bankers As- 
sociation. 
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ceipts. Raw materials and finished products only axe favored for 
field warehousing. Difl&culties in maintaining proper control 
over goods in process make their use unsatisfactory. 

Trust receipt. Finally, there is the trust receipt, a document 
frequently used to protect the bank when it becomes necessary 
to release the goods called for by the warehouse receipt or bill of 
lading in order that the borrower may utilize or dispose of them. 
At such a time, the borrower signs a “trust receipt,” which ac- 
knowledges the receipt of the goods and states the use to be made 
of them. The borrower agrees to hold the goods in trust for the 
bank and on their disposal to deliver the proceeds to the bank. 
As far as the borrower is concerned, the trust receipt is an effec- 
tive instrument for the protection of the banker. The courts 
have no dfficulty in finding that, as between the two, the banker 
is entitled to possession of either the goods or the proceeds. Any 
action of the debtor in violation of his agreement in the trust re- 
ceipt would make him liable to the bariker as weU as answerable 
to the state for misapplication of funds. However, in case the 
debtor has disposed of the goods and at the same time is insol- 
vent, the banker cannot retake the goods from an innocent 
buyer.^® 


The Unsecured Loan 

A great number of business firms do not include in their in- 
ventory many, if any, commodities which can be put into inde- 
pendent warehouses and used as collateral. As a result, they 
are unable to offer commodity collateral as security for bank 
loans, yet normally such firms are not supplied with stocks and 
bonds for use as collateral. A large part of commercial loans, 
therefore, must be made without the pledge of any specific col- 
lateral. The relative importance of unsecured bank loans is 
fjhown in Table 11 on page 153. 

Trade paper. One t 3 q)e of unsecured loan takes the form of 
discounted or purchased trade paper owned by the borrower. 
Such paper consists of trade acceptances and promissory notes. 
By his indorsement the borrower assumes a contingent liability 
to pay the instrument on notice of dishonor' by the primary 
obligor on proper presentment. Trade paper thus bears two 
signatures and is designated two-name paper. . The discoimting 


Spencer, William H., Textbooh on Law and Business, University of Chicago 
Press, 1929, p. 733: Edwards, George W, Principles of Banking and Finance, 
New York, Bonald P?ess Co.; 1932, pp. 63-^ 
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bank, therefore, gets the specific promise of the buyer of goods, 
in addition to the indorsement of the seller-borrower. The sell- 
ing and credit policies of American business are such that two- 
name paper of this kind is relatively scarce. Although at one 
time a common practice, the sale of goods on credit by the use of 
notes receivable is now confined to the selling of such things as 
lumber, jewelry, pianos, plumbers’ supplies, and agricultural im- 
plements.^^ Likewise, the trade acceptance is used but little, 
most firms preferring for one reason or another to stick to the 
usual method of selling on open account. This has been true in 
spite of the efforts of the Federal Reserve Board to promote its 
use by granting it a preferential rediscount rate during the early 
years of the Federal Reserve System. 

The trade acceptance. The use of the trade acceptance has 
been the subject of considerable debate. Its champions hold that 
its use would be of advantage to the buyers and sellers of mer- 
chandise as well as to th^ bank called upon to finance the trans- 
actions. A good account of the several viewpoints on the subject 
is given by the Federal Reserve Bank of Richmond in its letter 
on '^Trade Acceptances,” a quotation from which is given below.^® 

Changes in Practice Involved in the Use of the Trade Acceptance 

Before passing to the consideration of the advantages and disadvantages , 
of the use of the trade acceptance which were urged in the campaign to which 
we have already referred, the student diould have clearly in mind a picture 
of previous (and to a large extent present) practices in this country as con- 
trasted with the proposed practice. 

When a manufacturer or wholesale dealer sells to a jobber or retail dealer, 
the goods are usually shipped on open bills of lading, and the account of the 
buyer is charged “on the books of the seller at the agreed prices, less the trade 
discount, if such a discount is allowed. At or about the time of the sale (or 
possibly the shipment) the seller sends to the buyer an itemized invoice of 
the goods, and upon this invoice is written, or printed the terms of the sale. 
That is to say, the invoice shows the length of time in which the buyer has 
to pay and the cash discount which will be allowed by the seller if payment 
is made within a shorter time (frequently tei days) . The claim remains an 
open account on the bools of the seller until it falls due and is paid by the 
buyer, whose duty it is to remit at the maturity of the account, unless, of 
oourse, the buyer anticipates this maturity by r^itting (less the cash dis- 
count) on or before the discount da;te named in the invoice. 

If in the meantime the seller finds it n^jessary to borrow money with which 
to meet his obligations, he goes to his bank, presents a note for the amount 
he wishes to obtain, and borrows from the bank on the strength of his state- 
ly Phillips, Of, p. 169. 

Quoted with t^ permission of the Federal Beserve Bank of BMiihond, 
from 'Trade Acceptances,'^ Letter 11, 19^. f ^ 
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ment of assets and liabilities, including among his assets his customers' unpaid 
accounts (accounts receivable), which accounts are made up of sales some 
of which have matured and some of which have not. 

In case the trade acceptance plan is made use of, the sale and shipment 
will be made in exactly the same way. The invoice will be sent as usual to 
the purchaser, but with it would go a draft drawn on the purchaser by the 
seller dated on the day of sale (or the day of shipment) and payable one, two, 
three, or four months after date, according to the terms of the sale. The 
invoice could indicate the discount terms just as in the former case, but the 
purchaser would be requested to accept the draft by writing his name across 
the face of it and to return it to the seller, unless he should decide to take 
advantage of the cash discount terms and remit for the net amount of the 
bill within the time (frequently ten days) specified. In such a case he would 
of course destroy the draft or return it without acceptance to the seller. It 
is manifest that in this case the seller instead of having an open account against 
the purchaser would hold an accepted draft. It is also manifest that in going 
to his bank for a loan, he could give it one or more of these accepted drafts, 
instead of executing his own note for the amount he wished to borrow. It 
is also* manifest that in discounting these acceptances (instead of the note of 
the seller), the bank would have the security of two names instead of one. 

« * « « « 

The Trade Acceptance prom the Standpoint op the Banker — 
Advantages 

1st — ^In discounting trade acceptances for the seller, instead of his single- 
name paper, the banker will obtain two names instead of one. 

2nd — ^Not only will the banker obtain the added security of a second name, 
but the borrower who uses trade acceptances with his banker, instead of his 
own note issued on the strength of his statement of assets and liabilities, is 
not in a position to hypothecate his open accounts to some one else, because 
his open accounts have b^ merged in the trade acceptances upon which 
he borrows directly. 

3rd — ^The banker who discounts trade acceptances for his customers is 
in a position to pass judgment upon the credit risks taken by his customers 
in selling goods on time. 

4th — In any case in which the banker's customer is not strong in himself, 
the banker can minimize the risk by selecting the acceptances of reliable cus- 
tomers of his customer, and in this way he can afford to extend a more liberal 
line of credit than would be justifiable on the general credit of his customer as 
shown by the customer's statement. 

5th — ^In making advances to customers on trade acceptances the banker 
can assure himself that the advances are being used by his customer exclusively 
in the customer's busmess. He can therefore afford to extend a more liberd 
line of credit during his customer's fuQ season, knowing that the line (rep- 
res^ted by trade acceixtoces) will automatically decrease with the ebb-tide 
of the eustcunerih' bu^fe^. Other things being equal, the prudent banker is 
always yrilling to mrtend a much larger line of credit to a borrower who 
^o(^c8% ^paysi^nt than to another borrower who k indited to 

bank fthe ye^ af 
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LOANS AND DISCOUNTS 
(CONTINUED) 

Accommodation paper. Another form of unsecured loan is 
that involving accommodation signers and indorsers. The bor- 
rower obtains the signature or indorsement of another person as 
a means of bolstering up his own credit. Such paper results 
from the indorsement of corporation notes by officers and direc- 
tors, as well as from the indorsement of the notes of individuals 
of inadequate credit. 

Single-name paper. Finally, there is the single-name unse- 
cured note, which looms large among bank loans. The use of 
single-name paper arises from the American habit of making 
credit sales on open account with a heavy discount offered for 
cash. The heavy cash discount obtainable for pa3rment within 
tKi da3^ furnishes an inducement to the buyer to pay cash, if it 
is at all possible. If he possesses insufficient funds of his own, 
and his credit standing is sufficiently good, he will borrow on his 
unsecured note from his local banker. On the other hand, if 
the buyer is unable to pay cash but waits until the expiration of 
the full credit i)eriod to pay, the seller will obtain funds by bor- 
rowing at his bank on his unsecured notes. Thus, in either 
event, banks will be called upon to finance the transaction on 
single-name unsecured notes. 

In order that a banker may make unsecured bans safely, it is 
essential that he have complete and accurate iaformation as to 
the borrower’s credit. The methods used in acquiring such in- 
formation are varied. The small-town banker tends to rely upon 
his general acquaintance with the borrower’s affairs, supple- 
mented by specific personal inquiries. Larger banks find it im- 
possible to rely upon haphazard credit information and develop 
mOTe or less elaborate credit departments whose function it is to 
gather and record credit information about custcaners and pro- 
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spective borrowers.^ The multiplicity of their borrowers, the 
greater difficulty of measuring the credit standing of complex and 
large-scale firms, the size of the accommodation required — all 
make necessary a more complete and orderly assemblage of in- 
formation than could be had with less formal methods of collec- 
tion. Moreover, large city banks are frequently called upon by 
their, country correspondents to supply credit information about 
open-market borrowers.* 

Borrowers’ statements. Credit information of the more for- 
mal sort may be obtained from a variety of sources. There are 
available for banks as well as others the services of the well- 
known credit-rating agencies, such as Dun and Bradstreet. 
There is also the method of direct inquiry from the business 
houses which have dealings with the individual or firm whose 
credit standing is being examined. If the borrower has borrowed 
before at the bank, his record there is available. Finally, there 
is the direct inquiry from applicants for loans. Foremost in such 
an inquiry is a request for a statement of assets and liabilities 
(or balance sheet) and an income statement, preferably certified 
by a certified public accountant. Supplementing these will be 
specific inquiries bearing on the borrower’s business affairs. 

The use of the borrower’s statement of assets and liabilities 
received impetus through the rise of credit departments ® and was 
further stimulated by the former requirement that member 
banks, when applying for rediscounts, should certify that state- 
ments were on ffie for all borrowers whose paper was offered for 
rediscount (except in the case of loans to depositors secured by 
commodities or United States obligations, or amounting to less 
than 10 per cent of .the bank’s paid-in capital and less than 
$5,000). Since imsecured commercial loans are made for a rela- 
tively short period of time, the banker is vitally concerned with 
the relation of the borrower’s current income to his liabilities. 
Only when his probable income shows a satisfactory margin over 
his liabilities, including the proposed loan, will the banker be 
justified in lendmg without security. A careful analysis of the 
borrower’s statements will give the desired information. The 


1 Phillips states that the establishment of credit departments in banks began 
about 1^0. It was after 1900 that their use became common. Bank Credit, 
New York, The Macmillan Co., 1920, pp. 144r-147. See also Prendergast, Wm. 
A., and Steiner, Wm, H., Credit and Its Uses, New York, D. Appleton-Century 
Co., 1931, p, 93. 

^ Phillips, o^.dt., p.' 148. 

^ pp, 145-446. 
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items of the balance sheet of most interest to the banker are the 
current assets and the current liabilities. 


Current Assets 

Cash 

Accounts and notes receivable 
Inventory, made up of : 

Raw materials 
Finished goods 
Goods in process 


Current lAabilities 
Accounts payable 
Notes payable 

Accrued interest on long-time debt 
Any long-time debt nearing 
maturity 

Accrued expenses 


The ratio of current assets to current liabilities, called, for con- 
venience, the “current ratio,” should show a satisfactory margin 
of assets over liabilities. V^at the margin should be in practice 
depends primarily upon the quality of the current assets and the 
degree of regularity of income and outgo. The quality of the 
current assets depends, among other things, upon the following 
conditions: 

1. The general state of business, whether normal or dangerr 
ously inflated. This has a direct bearing upon both the market- 
ability of the inventory and the ability to collect the accounts 
receivable. 

2. The freshness of the accounts receivable. If any substan- 
tial proportion represent past-due, dow, and uncertain accounts, 
their value must be discounted. This may be discovered by com- 
paring the volume of accounts receivable with the volume of sales 
during the normal credit period just preceding. Since some buy- 
ers take cash discounts, the accounts receivable should be less 
rather than more than the sales for the period. 

3. The marketability of the inventory. This is indicated by 
comparing the present rate of inventory turnover with (1) the 
past experience of the company and (2) the experience of other 
firms of a similar type. Turther, the marketability is affected 
by the degree to which the product is a staple, subject to a con- 
tinuous demand. Not only will the banker rely upon an analysis 
of the borrower’s statements as a means of discovering the true 
worth of the assets, but he must also check carefully, insofar as 
possible, on the accuracy of the statements themselves. This 
may involve an audit of the borrower’s accounts either by certi- 
fied public accountants or by representa^es of the bank. 

While the banker relies heavily upon the current ratio of ttie 
bcffTower in order to assure repayment of the loan when due, he, 
cannot afford to disregard the question of the long-time ^Ivehcy 
of the firm as evidenced by an adequate stockhoWea^ equfty. 
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This may not appear so important in the case of short-time loans 
which are intended to tide the borrower over a seasonal peah. 
In such cases sufficient protection is afforded by the current as- 
sets. But the tendency among some borrowers continuously to 
obtain part of their working capital from banks alters the situ- 
ation. In such instances the borrower relies upon his renewing 
the loan at maturity or, at best, cleaning up his loan at one bank 
by borrowing at another or in the open market- It is obvious 
that in such a case the question of the ultimate solvency of the 
borrower becomes a vital one, for upon it rests his ability either 
to pay the loan or to shift it to other banks. 

The line of credit In the event that the customer wishes to 
borrow at intervals during any given season, it is frequently more 
convenient both for him and for the bank to make an analysis 
of his credit and to establish a maximum line of credit whidi 
the bank is willing to extend. Thereafter, so long as there is no 
material alteration in the borrower’s t»ndition, he may borrow at 
any time, without investigation, up to the amount of his credit 
line. The line of credit imposes no legal obligation upon the 
bank. It is merely an expression of willingness to lend up to a 
certain amount if the borrower’s >ra:edit standing is not impaired 
and if the bank is in a position to lend at the time when the 
customer widbes to borrow. Not only does the bank not assume 
any legal liability to lend, but the customer k» no way obl^atep 
himself to borrow any or all of the line extended to him. How- 
ever, the bank incurs a moral obligation to keep open the line if 
the customer carefully preserves his credit stanffing, and it could 
hardly afford to violate the confidence of a valuable customer. 
If necessary, it may rediscount or borrow funds required to care 
for the customer’s needs. lines of credit are extended not only 
to business houses but to cbrre^oudent banks as weU. Non- 
men^ber banks which experience heavy seasonal drains of cash 
frequently 'resort .to iheir city correspondent for loans. These 
loans may bb dWisf seemed or tmsecuPKi. 

Banks usually make two requirements of customers for whom 
they extend a credit line. First, the customer may be e:q)ected 
tp dean up hisdoans jat least ohcei a year. This is designed to 
indicate that the borrower is obtaining funds to care fca: a sea- 
stajal pehk in his business. After the need is past, he will pay off 
li^ loans,, Tihei bank’s, loans ’.^e, therefore, self-liquidating in, 
diamcteal: < i'lho wmtan^us boirow^, however, can donfcrm to 
this rule only by borrowing elsewhere in order to p^ off :aie 
original len<^g bank. Although loans of ffils kind larn mot 
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strictly self-liquidating merely because they are paid off, the bank 
has the advantage of compelling the borrower to subject his af- 
fairs periodically to the scrutiny of other bankers. 

A second requirement commonly made by commercial banks 
in extending a line of credit is that the customer shall maintain 
a certain fractional part of the line on deposit with the bank dur- 
ing the life, of the credit. This rule is by no means uniformly 
applied. It is more commonly insisted on in the larger money 
centers, but is a well-established principle among practical bank- 
ers, whether or not actually adhered to.* A variation of the same 
principle appears in the form of a requirement that a borrowing 
customer riiall maintain a certain fraction of l^s total loans on 
deposit during the life of the loan. Still another variation is that 
any loans made may be only a certain multiple of the average 
deposit balances carried by the borrower during some preceding 
period. Some form of the average balance requirement is in 
common use, particularly among metropolitan bankers. Nearly 
85 per cent of 206 commercial banks located in various clearing 
house cities engage in the practice. They require from 10 to 20 
per cent of an unsecured loan and somewhat less for the secured.® 

Bankers give several reasons for the "compensating balance” 
rule. The most frequent reason assigned is that, smce a bank 
cannot lend without deposits, those desiring loans should be re- 
quired to be depositors also. To this general reason may be 
added the more specific ones that an adequate balance should be 
carried by the borrower: (1) to insure the liquidity of his own 
position and the safety of his business; (2) to reduce the risk to 
the bank of extending credit; and (3) to make the customer’s 
account profitable to the bank.® Some bankers hold that the 
maintenance of an adequate balance is the insurance of a supply 
of credit in times of need. Indeed, it appears that country banks 
expecting accommodation from their city correspondents care- 
fully maintain their balances with this in mind.” 

Perhaps the best justification for the practice is that it seems 


^Phillips says that many city banks require borrowers to maintain average 
balances equal to 20 per cent of the maximum credit extended, while country 
banks make no such requirement. Op. cit., p. 42. 

® Whipple, Howard, “The Average Balance Theory: Is, It Justified?” AmerU 
can Bankers Association Journal, May, 1931, p. 902. Also, for a statement that 
most banks apply the 15 per cent or 20 per cent compensating balance rule, see 
Hand, John A., ^'Compensating Balances Should Be Required,” Barikefs Magch 
eine, Januaiy, 1932, p. 43. , 

® Hand, op. dt., p. 42. . 

^ Whipple^ op. dt., pp. 902, 938. ' 
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to be profitable to the banks. No doubt it influences to some 
extent the size of deposit balances carried by customers who ex- 
pect to borrow from the bank. When applied in the form of 
limiting loans to some multiple of balances carried in the past, 
it puts pressure upon borrowers to maintain their deposits con- 
stantly at a larger figure than otherwise. This gives the banker 
more loanable funds, other things being equal, than he would 
otherwise have. On the other hand, if the rule applied requires 
a borrower to keep an average deposit equal to 15 or 20 per cent 
of the loan during its life, it tends to require him to borrow more 
than he really needs. In either application of the rule, the cus- 
tomer may be required to carry an abnormally large balance be- 
fore or during the life of the loan. If so, it has the effect of 
increasing the cost of the loan. The compensating balance, 
therefore, results in an overcharge on the part of the bank for the 
purpose of increasing the bank’s income.® 

The rule has been severely criticized on the grounds that it is 
illogical, since it is blindly adhered to as a matter of habit, and 
unfair, since it is not consistently enforced against the stronger 
borrowers but falls most heavily on the small and weak who, be- 
cause of their inferior position, are dependent upon a single bank.® 
Naturally loans or investments made by a banker in the open 
market cannot give rise to any required balances. This is justi- 
fied, however, on the grounds that such purchases and loans are 
made out of surplus funds at times when the bank is not in need 
of deposits.^ 

The extension of credit by banks was criticized during the de- 
pression (1930 to 1933) on the grounds that solvent borrowers 
were unable to obtain adequate loans. This situation arose in 
large part from the frantic efforts of banks to fortify themselves 
against runs by maintaining a high degree of liquidity. Some 
critics, however, hold that the banks have been using faulty and 
antiquated methods of credit analysis. More particularly, they 
contend that bankers have put too much emphasis upon current 
ratios and too little upon the long-run financial record of the con- 
cern as indicated by a satisfactory, growing owners’ equity. 
They criticize the weight given to past records of deposit balances 

^Ihid.j p, 938. Bradford believes that in practice borrowers carry deposits 
little^ if any, larger than would normally be carried in the absence of the rule. 
See Bradford, Frederick A., Banking, 1932, first edition, pp. 254-256. Insofar 
as the practice’ increases die cost of loans, it enables banks to evade usury laws. 

® Whipple, op. cit. 

10 Hand, op. dt. 
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of applicants for loans. They contend that the banker should 
become more famUiar not only with the production technique and 
marketing programs, but also with the trend of the borrower’s 
industry as a whole and its relation to other industries,^’- ' 

The Maturity of Commercial Bank Loans 

Short-term loans. Traditional opinion has always held that 
commercial bank loans should be of short maturities and self- 
liquidating in character. In theory, at least, this position was 
justified on the basis of the nature of commercial bank liabilities 
in the form of demand deposits. Short-term, self-liquidating 
loans provide the short-period liquidity so necessary to meet the 
requirements of demand deposit banking.^^ A practical reason 
for the belief in the importance of short-term loans for com- 
mercial banks rests upon experience. The English commercial 
banks have always been largely occupied with the financing of 
trade and commerce, American banl^g practices have to some 
extent followed the pattern of the Englidi system with em- 
phasis upon short-term loans to business. In spite of this ad- 
herence to the principle of short-term loans, bankers have been 
faced with the fact that many of their customers require working 
capital for periods longer than the three months — generally con- 
sidered the longest maturities appropriate for commercial loans. 
In actual practice, therefore, banks have made three-mon-flis 
loans with the understanding that they might be renewed so 
long as the borrower's credit position remained favorable. 

Developments during the la^ decade have led to a re-examina- 
tion of this rule that commercial banks should limit themselves 
to diort-term commercial loans. First, modem business, opera- 
ting on a large scale and fortified with ample working capital 
through security issues, finds it uimecessary to depend upon 
short-term loans to anything like the extent required by business 
in previous years. The bankers, therefore, have seen the short- 
term loan demand drop a-roy sharply. Second^ as a result of the 
depression, many meritorious borrowers have "found themselves 
with their supply of longer-term working capital seriously de- 
pleted. This has been an especially serious problem for many 

Criticisms of the credit analysis methods of banks ayade by business firms 
experiencing no bank credit difficulty. National Industrial Conlereiice Board, 
AvaU(d)ility of Bcnk Cr^eddij 19^, pp. 136-138. : 

^ The merits of self4iqni<iating assets for eommercW banks wiE be disciuBsed 
later in Chapter XV. . , ^ i * 
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smaller business houses. The banker, therefore, has sought new 
outlets for his loanable funds. This condition in part explains 
the vast expansion of security holdings of banks which has oc- 
curred since 1929. At the same time, it has encouraged the 
banker to experiment with loans of a t 3 T)e previously considered 
outside the province of the commercial banker. 

The term loan. In general, bankers have attempted to steer 
clear of loans to business for continuous working-capital p’^- 
poses. Unlike loans to provide short-term seasonal capital, such 
loans cannot be repaid out of the proceeds of immediate sales 
but must be extended over a period of time sufficiently long, per- 
haps several years, to pernait repayment out of earnings. Bank- 
ers found several objections to making “capital loans.” First, 
such loans were not readily liquidated by sale, but had to be held 
to maturity. Until the amendments to the Federal Reserve Act 
in 1935, such paper could not be used as a basis for loans at the 
Federal reserve banks. Further, remote maturities made such 
loans somewhat more hazardous than the three-months loan, the 
repayment of which might be quickly required if the borrower’s 
credit took a turn for the worse. Finally, capital loans were 
heavily criticized by bank examiners and were frequently classed 
as “slow.” 

The need for intermediate credit for small busmessmen has led 
to proposals that government credit agencies be set up to provide 
such service. To forestall government expansion in this field of 
credit, bankers have proposed that banks be permitted to set up, 
co-operatively, intermediate credit agencies which would special- 
ize in making intermediate or capital loans. The reservoir of 
bank credit would tapped by the issue of debentures by the 
intermediate credit banks. No progress has been made in this 
direction, however. Instead, a growing tendency has appeared 
among the banks directly to enter the field of capital or term 
loans. 

In Table 13 we may see something of the magnitude and na- 
ture of the term-lending practices of the commercial banks. Of 
the total outstanding commercial, industrial, and agricultural 
loans of the 400 reporting banks, amounting to $3,900,000,000, 
'$l,100,000j000 had original maturities of over one year. In spite 
of the magnitude of their total volume, the making of term loans 
fe ccmoeratrated K^vily in the hands of a few banks. Of the 
400 reporting bsflks,.66 reported that they naade no term loans, 
while 77 reports! that they had five ot less. $1,000,000,000 in 
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TABLE 13 


Business Loans Made with Maturities op Over One Year bt 
400 Reporting Banks as of April 19, 1939 * 


Location of 

Reporting 

Number of 

Original Amount 
of Outstanding 

Unpaid 

Banks: 

Loans 

Loans 

Balance 

400 banks 

24,900 

$1,420,000,000 

1,160,000,000 

New York City banks 

1,100 

710,000,000 

590,000,000 

Other city banks 

23,800 

710,000,000 

570,000,000 

Size of Loans: 

Less than $100,000 

22,900 

170,000,000 


$100,000 to $999,000 

1,700 

460,000,000 


$1,0(30,000 and over 

300 

790,000,000 


Method of Repayment: 
Installment loans 

22,100 

960,000,000 

760,000,000 

Non-installment loans 

. . • 2,800 

460,000,000 

400,000,000 

Original Maturity: 

1 to 3 years 

18,200 

430,000,000 


3 years or more 

6,700 

990,000,000 


♦ “Term Loans,” Federal Reserve Bulletin , July, 1939. 



term loans, or about two-thirds of the total, were made by 16 
banks, 10 of which were located in New York City.^* 

In 1938 the Secretary of the Treasury initiated conferences be- 
tween the representatives of the PDIC, the Comptroller of the 
Currency, and the Board of Governors of the Federal Reserve 
System to review, improve, and co-ordinate the supervisory ac- 
tivities of these agencies in the interest of broadening the bank 
credit opportunities of the small and middle-sized business firms. 
As a result, new uniform practices were agreed upon in respect to 
the classification of bank loans.^^ The old classification con- 
tained three groups of loans which were subject to varying de- 
grees of criticism: slow, doubtful, and loss. The classification 
“slow” was especially unsatisfactory, for no general agreement, 
existed as to its real meaning in spite of its connotation of sub- 
standard assets. Examiners tended to include under this classi- 
fication both loans on which the borrower had been forced to ask 
for renewals and soimd loans made with original maturities of 
more than the conventional 90 days,^® This old classification of 
loans was therefore replaced by a new one. Class I includes all 
loans the repayment of which appears assured regardless of ma- 
turity. Class II consists of loans which appear to involve a sub- 

IS Q£^ '^Term Loans,” Federal Reserve Bulletin^ July, 1939. 

Federal Reserve Bulletin, July, 1938, p. 563. 

15 Cf. Annual Report of the Federal Deposit Insurance Corporation, 1938, p. 72. 
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stantial and unreasonable degree, of risk. Because of tbe pos- 
sibility of future loss, such loans require careful attention. Class 
III consists of loans the ultimate collection of which is doubtful 
and on which a substantial loss is probable but not yet definitely 
ascertainable in amount. In computing the net sound capital 
of the bank, 60 per cent, of Class III loans must be deducted from 
the bank’s assets. Class IV conasts of loans regarded by the 
examiner as uncollectible and which must promptly be chained 
off. 

It should be recognized that the making of capital or term 
loans by commercial banks involves risks which are somewhat 
greater than those on loans made for shorter periods. To facili- 
tate repayment out of earnings, it is well for such loans to mature 
serially. Further, special protection is needed for the lender. 
This may take the form of warehouse receipts issued against the 
inventory of the borrower, mortgages on plant and equipment, 
and special agreements by the borrower not to mortgage or pledge 
any assets during the life of the loan and to maintain a mini- 
mum current ratio. The borrower should have a depression rec- 
ord of earnings sufficient to pay the interest and serial maturi- 
ties.“ 


Consumer Financing by Commerced Banks 

In their search for safe and profitable outlets for loan funds, 
commercial banks have begun to establish Personal Loan De- 
partments, and have entered the field of consumer financing. 
Two types of consumer financing present themselves: retail in- 
stalhnent paper and personal loans of cash. In the past, the 
bulk of the retail installment paper has generally been handled 
by the finance companies. These companies, operating on funds 
borrowed from the commercial banks, have had unusual success 
in financing on an installment basis the purchase of automobiles, 
trucks, tractors, household appliances, furniture, clothing, and so 
forth. The banker, looking at such profitable business financed 
with bank funds, has gradually been reaching out into this field 
on his own account. His ventures into this field take the form 
both of purchasing installment paper from retailers and finance 
companies and of making direct installment loans to the con- 
sumer, Under the supervision of the Personal Loan Department 
also are administered the cash loans to consumers and the mod- 
ernization ioans'made under Title I of the FBLA, Out of a total 


Of. Brown, Eclward E« “Hnw to Make Capital Loans,” Banldng, Jxily, 1938. 
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of 13,419 insured banks on December 31, 1940, 11,551 reported 
some personal and retail installment paper. The magnitude of 
the several classes of consumer loans made by commercial banks 
may be seen in Table 14. At the end of 1939, retail installment 
paper held by commercial banks was 40 per cent of that held by 
the finance companies. 

On the whole, bankers report a very favorable ejfperience on 
their personal loans. Losses have proved tabe almost negligible 
and net returns on such loans, after allowance for departmental 
expenses, have averaged better than 4 per cent. For the country 
as a whole, average rates of interest charged appear to vary be- 
tween 5 and 6 per cent.^^ The ratio of personal and retail in- 
stallment paper to total loans of insured commercial banks was 
approximately 8 per cent. 


TABLE 14 

Personal and Retail Installment Paper Held by Insured Commercial 
Banks, December 31, 1940* 

(In Thousands of Dollars) 

Retail Installment 

Paper FHA Personal 

Paper Direct Title Installment 

Total Purchased Loans I Loans Loans 


/^ll insured banks 1,468,602 519,460 256,888 275,284 417,970 

National banks 818,808 312,020 142,013 161,002 203,773 

State member banks .... 291,093 101,^ -^,742 66,686 79,977 

Nonmember banks 358,862 105,820 72,133 47,602 133,307 


* Meets <md lAaUHUes of Operating Insured Banhs, December 31, 1940, Federal 
Deport Insurance Corporation. 

Real Estate Loans 

The place of real estate loans in bank portfolios. The much- 
maligned real estate loans rank high among the secured loans 
of the banking ss^stem. Since 1928 they have made up approxi- 
matefy 9 per cent of the total loans and investments of all mem- 
ber banks. Among the banks other than national ih 1939, loans 
on real estate security were 24 per cent of total loans and invest- 
ments.^® Even the national banks at this time reported such 
loans to the amount of 9 per cent of their loans and investments.^® 

Cf. Survey of Personal Loan Department Experience and PracticBj 1938, 
Bulletin 74, Research Council of the American Bankers Association. 

i^Gcmiputed. from reports of the condition of banks, given in the Annual 
Report of the Comptroller of the Currency, 1940, p- 267. 

’^^Ihid, The importance oi real estate loans developed rapidly after aipend- 
ments to the law in 1927 enlarged the powers of national banks to allow them to 
make loans on city real estate for five years instead of one year, as frcnn 1914 
to 1927, In 1926 the real estate loans of national banks were only 3.7 per bent 
of loans and investments. 
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The bulk of bank loans on real estate has been made on urban 
rather than on farm property. Only 6 per cent of the reported 
real estate loans of all banks in the United States was on farms, 
and in only four states are the loans of banks on farms in excess 
of those on city property,^" 

The popularity of city real estate as a basis for loans can be 
explained in no small measure by the concentration of a large 
volume of savings deposits in the latter towns and cities. The 
boom in city construction following the First World War gave the 
city banks with substantial savings deposits an attractiwe outlet 
for their funds. The attractiveness of real estate loans was due 
not only to the favorable rates which such loans tend to yield, 
but also to certain collateral advantages which exist. More spe- 
cifically, a bank in a position to make loans on city real estate 
has been able not only to invest its funds at profitable rates, but 
also to earn a substantial amount in the way of fees for investi- 
gating the security and making the loan. Moreover, these fees 
may be earned many times on the basis of a given investment 
through the expedient of reselling the real estate mortgage to 
depositor-customers who wish to invest accumulated savings 
after interest-paying dates. This process of resale is fadhtated, 
in the case of largCT loans, by putting the mortgage held as se- 
curity in trust and issuing real estate bonds against the nwrtr 
gage in convenient denominations. The arrangement is of 
advantage in that it makes resale easier by furnishing bonds in 
sizes attractive to investors and enables the bank to resell with- 
out a^uming any liabiEty throu^ indorsement. If the bank 
is able to develop a vigorous sales department, it can “turn” the 
real estate loan (or board) mventory several times during the 
year, eoUeeting fe.es for naaking eadi new loan, in addition to in- 
terest.*^ One of the obvious difficulties arising from this practice 
from the standpoint of sound banking was the fact that such 
profits tended to make the banker cardei^ in the making of the 
loan, ance competition wm oftmi keen, and the ready turnover 
of loans gave him a feeling of false security because of an ap- 
parent liquidity dependait upon the ability to resell the real 
estate bonds. Sudi liquidity was ^remely uncertain, as many 
city banka discovered, to their sorrow. Th® sednetive prtffits of 
the'Stock markefi boom end later the fall in real estate values and 
defaults on real estate bonds during the depression, reduced this 

^ 7^, Ipwa, Kansas, Mississippi, amd Nebraska. 

* ^rSbime baijs in’CSifeagp fc 1926 reported to the writer that spch loans were 
. turned «is high as six times in the course of a year. 
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liquidity to zero. At such a time the poorly secured real estate 
loans in the portfolio of many banks contributed to their un- 
domg. 

Mortgage trust certificates. Another development in the 
making of real estate loans has been the use of mortgage trust 
certificates. These consist of obligations of the bank specially 
secured by selected mortgages, which are placed in the hands of 
a trustee. The purchaser of the certificate receives a rate of in- 
terest above that paid by the bank on time deposits, which makes 
the investment attractive. The security is: (1) the obligation 
of the bank; and (2) the mortgages pledged with the trustee. 
If the bank fails, the holder of the certificate is still protected 
by the mortgages.*® The bank, although still liable for ultimate 
payment, is able in this way to free its funds for the purpose of 
making new loans. The mortgages held in this case continue to 
be listed among the bank’s assets, while the mortgage certificates 
appear as liabilities. 

Should banks make real estate loans? Loans on real estate 
are often condemned as investments for banks. Such condemna- 
tion arises partially from the fact that traditional banking the- 
ory, if not practice, holds that commercial banks with demand 
liabilities should make only short-time self-liquidating loans for 
commercial purposes. More vital than this theory to practical 
bankers, however, is the unfortunate experience of bankers with 
such loans. During the years preceding the banking holiday of 
1933, the collapse of many city banks disclosed the fact that they 
were heavily loaded down with loans on real estate which were 
not only imliquid but to a considerable degree without value. 
Added to this is the fact that in rural districts the banks’ holdings 
of farm mortgages frequently have gone bad. It is small won- 
der that the real estate loan has been so roundly criticized. 

Whati are the characteristics of such loans? Ape they unde- 
sirable and unsafe for a bank to make? First, it must be recog- 
nized that real estate loans are essentially unliquid. This is not 
always true in view of the provisions for emergency sale of mort- 
gages to the Federal land banks and to the Home Owner’s Loan 
Corporation, yet the loan itself is unliquid, and the possibility 
of disposing of the mortgages is so uncertain that a banker must 
consider such loans as a fiaed part of his portfolio. He must 
seek for liquidity elsewhere. 

22 It is entirely possible that dishonest management may substitute worthless 
for good mortgages held by the trustee unless proper safeguards are provided in 
the arrangement. 
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Second, real estate loans frequently have no provision for reg- 
ular amortization of the principal within the life of the loan. In 
consequence, the principal of a five-year loan, the maximum 
legal length for a national bank real estate loan before 1935, is 
very likely to be largely unpaid at maturity, and the borrower 
must look to a renewal. This may be easy to arrange in times of 
confidence, but if the sentiment among bankers is bad, renewals 
may prove difficult. The borrower is thus given inadequate pro- 
tection. The best protection that can be afforded both the 
borrower and the banker is a loan policy on the part of the bank 
which provides for real estate loans arranged as to length and 
amortization of principal so that they are extinguished when 
due. This should be coupled with a policy of making such loans 
in the light of the basic inactive part of the bank’s deposit lia- 
bilities. A properly operating amortization plan, in addition to 
being of great benefit to the borrower, introduces a small but 
certain element of liquidity to the real estate loan portfolio suffi- 
cient to enable the alert banker to alter the position of his real 
estate loans from time to time without embarrassment to anyone. 

Third, because loans on real estate are normally used to finance 
the purchase of land and the buildiog of improvements, they 
are necessarily of remote maturity. This inevitably accentuates 
the problem of the basic security. Obviously, more changes can 
take place to affect the marketability of goods and. services in five 
or ten years than can occur in six months. The demand for a 
certain commodity may disappear; a city, town, or a given sub- 
division may decline because of broad economic changes or purely 
local developments; or a sharp increase in local property taxes 
may reduce income. Here is the real problem of real estate 
loans. To avoid loss, enough care and foresight must be exer- 
cised when the loan is made to offset the possible effects of time. 
■The real estate loan, if carefully and intelligently made with an 
•ample margin of security, can be a valuable part of the bank’s 
portfolio. But to be successful, the lender must measure long- 
time trends of industries and localities to a greater degree than 
must the short-time lender. It is insufficient to lay down a rule 
of 50 per cent of the appraised value of the property unless the 
appraisal goes beyond the temporary conditions existing at the 
moment when the loan is made and accurately takes account of 
ths trend. It is little wonder tibat real estate loans have come 
to grief so frequently when made during times of real estate 
boom, with an eye only to the immediate fees and profits avail- 
able. That real estite- loans can be both safe and profitable is 
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shown by the experience of the mutual savings banks. In 1932, 
65 per cent of the loans and investments of the mutual savings 
banks of the state of New York were loans on real estate®*; yet 
no savings banks failed in that state between 1911 and 1933. 

Legal Regulation Affecting Bank Loans 

Because competition among banks and the self-interest among 
bankers cannot be relied on to insure safe lending policies among 
banks, the le^slatures of the various states, as well as Congress, 
have provided regulations governing bank loans. There are sev- 
eral reasons for this. First, excessive competition has caused 
the banker to pay high rates of interest on deposits, which in turn 
stimulate the making of dangerous but high-interest-bearing 
loans and investments. Second, our unit banking S 3 ratem has 
brought more personal contact between customer and banker 
than is likely to exist in the larger and more impersonally man- 
aged branch banks of other countries. Hence there is greater 
danger of granting personal favors to friends, whether warranted 
or not. Third, our American banking traditions and methods 
have developed along the lines of American business. The 
banker is a businessman, and as such normally sees no reason 
why the funds of the bank should not be at his disposal. In 
other words, no well-defined professional attitude exists among 
American bankers. 

For various reasons, then, it has seemed necessary to attempt 
control from the outside. The effort is frequently of little effect 
because of evasion, and because to some extent control has been 
mi^uided. It is next to impossible to supervise the banks in 
' sudi a manner as to prevent violations of the law, as is evidenced 
by the not infrequent discovery of violations which have been 
going on fca* 3 ^ars before bank failures. Moreover, when viola- 
tions are discovered, the examiners and supervisory authorities 
sometimes fail to take adequate and prompt measures to tennis 
nate them. Yet, it must be said that the great ma^rity of bank- 
ers attempt to obey the law and that the legjd isolations sm- 
ously influence the make-up of bahk portfolios. 

Limits on loans to one borrower. Perh^ the most common 
form of r^ulation of bank loans deals with the size of loans which 
a bank is permitted to make to any one borrower. The purpose 
of such regulation is in part, at least, to insure some degnee of 

. Mepmt of ComptroHer of the- Currencyi, pp. De- 

eenib^r, 1939, real estate loans of all mutual savings banks iu the olilted 
were 46 per cent of their total leans and investments. Ibid. ■ 
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diversification among the bank’s loans. When enforced, it tends 
to give diversification as to individual borrowers, although it 
quite obviously fails to insure diversification among industries or 
territories, which is of almost equal importance. Ikirther, it is 
sometimes said that the rules limiting the size of individual loans 
are designed to insure that the lending capacity of banks is not 
monopolized by a few borrowers but is made available for the 
community at large. • Whatever the purpose behind such regu- 
lations, they are universally foxmd in American banking laws. 

The limitations placed upon the loans of banks to one indi- 
vidual or firm may best be illustrated by the National Banldng 
'Act.“ A national bank may lend to any one borrower (includ- 
ing, in the case of partnerships, the obligations of any partner, 
and in the case of corporations, all subsidiaries in which the cor- 
poration has a controlling interest) not more than 10 per cent of 
its capital and surplus. To this limitation there have been 
grafted exceptions which ease the burden of the 10 per cent rule. 
Excepted altogether from its operation are: (1) obligations in the 
form of drafts and bills of exchange drawn against actually ex- 
isting values; (2) acceptances of member banks; (3) obligations 
arising from indorsement and discount of commercial paper 
owned by the person concerned; and (4) obligations representing 
loans to banks or receivers or conservators of banks when ap- 
proved by the comptroller. Partial exceptions are made in the 
case of: (1) obligations arising from the indorsement and nego- 
tiation of noncommercial paper owned by the person negotiating 
it, for which the limitation is 15 per cent of the bank’s capital and 
surplus, in addition to the 10 per cent; (2) obligations secured 
by United States ob%ations or tho^ guaranteed by the United 
States, for which the lititaticai is 15 per cent in addition to the 
10 per cent; (3) obligations secured by livestodc worth 115 per 
cent of the loan, on which the limit is 15 per cent, in' addition to 
the 10 per cent; and (4) obligations secured by documents of 
tille to readily marketable, nonperishable staples, for which the 
limit is an ad^tional 15 per cent above the 10 per cent, provided 
the market value of the staples is not less than 115 per- cent of the 
kmn. However, the limit is expanded by 5 per cent of the bank’s 
capital and surjdus for each 5 per cent additional margin of col- 
lateral, up to a maximum of loans amounting to 50 per cent of 
the bapk's capital and ^rius if the collateral is worfii 140 per 
cent of the face of the loaa^ f 

^ Revised Statides, Section 5200. 



184 


LOANS AND DISCOUNTS 


The exceptions which have been grafted on to the original rule 
in large measure constitute concessions to the national banks in 
order that they might more easily meet the competition of state 
banks, for which the rules are generally more lenient. The 
whole rule has been criticized as cumbersome and unsatisfactory. 
It reduces the ability of the smaller banks to attract and keep the 
loan accounts of the commercial and industrial concerns which 
are unable to obtain adequate credit accommodation under the 
10 per cent rule applying to all straight single-name commercial 
paper loans. These better borrowers in many smaller cities are 
compelled to resort to the open market for commercial paper or 
to the larger banks in the financial centers. Thus many banks 
are deprived of their best possible borrowers by the rule. To 
offset this, they must either buy commercial paper at low rates 
in the open market, if available, or lend to less desirable bor- 
rowers of the community. It seems certain that diversification 
and safety of loans might be insured more successfully by modi- 
fication of the rule, particularly as it applies to unsecured paper.*® 
Not only has this rule tended to deprive smaller bankers of some 
of their best borrowers, but also it has had some influence in the 
promotion of mergers of banks in order to facilitate the accom- 
modation of the large borrowers. 

Loans on a bank’s own stock. National banks, like state 
banks, are prohibited from making loans on the security of their 
own shares of stock.*® 

Real estate loans. Another type of regulation applying to 
bank loans is that dealing with loans on real estate. The na- 
tional banks originally were not permitted to make any such 
loans. They might, however, come into possession of liens on 
real estate indirectly. Should a loan show signs of weakness, 
the bank might exact additional protection in the form of a real 
estate mortgage. It not infrequently happened that such mort- 
gages were acquired through subterfuge, since many national 
banks have always been desirous of making real estate loans. 
However, the freedom of tnost state banks from any prohibition 
on such loans gave them the upper hand until the National Bank- 
ing Act was amended (191S) to enable national banks outside 
of central reserve cities to make loans on real estate. At first 


. 25 For a good discussion of this problem, see Bradford, Frederick A., Banking, 
New York, Longmans, Green & Co., 1932, first edition, pp. 437-141. He suggests 
that the limit on unsecured single-name paper might well be raised to 20 or 25 
per cent of the lending bank’s capital and surplus. 

2^ Revised Statutes, Section 5201. 
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they were limited to lending for five years on improved farm 
land. In 1916, authority was extended to permit the making of 
one-year loans on improved city property. In 1927, the powers 
of national banks to make real estate loans were considerably ex- 
panded for the purpose of enabling them to compete more suc- 
cessfully with state banks. 

Under the Banking Act of 1935, national banks may make first 
mortgage loans on improved real estate, provided the bank takes 
the whole loan, without restriction as to location of the mort- 
gaged property. Mortgages may be on farm, business, or resi- 
dential property. Unamortized loans may be made for periods 
not to exceed five years, to an amount of not over 50 per cent of 
the appraised value of the real estate. Loans up to 60 per cent 
of the appraised value may be made for periods of not over ten 
years if provision is made for the amortization of at least 40 per 
cent of the principal within ten years. These limitations do not 
apply to mortgages insured under the National Housing Act. 
The total amount of real estate loans may not exceed 100 per 
cent of the bank’s capital and surplus, or 60 per cent of its time 
and savings deposits, whichever is greater. ' 

Loans to executive officers and affiliate and security loans. 
New regulations on the loans of member banks were incorporated 
into the Federal Reserve Act by the amendments of 1933, 1935, 
and 1939. 

These are: 

(1) No executive officer of any member bank shall borrow from any mem- 
ber bank of which he is an executive officer more than $2,500 and then only 
upon the approval of a majority vote of all the directors. However, loans 
by member banks to executive officers in force Jime 16, 1933, may be re- 
newed where necessary until 1944. Lending to a partnership in which one or 
more executive officers of a bank hold a controlling interest is under this 
limitation. Moreover, if an executive officer of a member bank borrows from 
any other bank, he is required to make a written report of such borrowings 
to the p.bairman of the board of directors of his own bank stating the date, 
the amount, the security for and the purposes of the loan.®^ 

(2) Member banks are forbidden to advance funds to any one affiliated 
company, either by making loans, purchasing stocks or bonds, or lending on 
collateral security of the stocks or bonds of such affiliate, to an amount greater 
than 10 per cent of the bank’s capital and surplus. Total advances to all 
affiliates is limited to 20 per cent (rf its capital and surplus.^® Further, loans 
to affiliates not secured (a) by obligations of the United States Government, 
the Federal intermediate credit banks, the Federal land banks, the Federal 
home loan banks, or the Home Owners’ Loan Corporation or (b) by paper 

Federal Reserve Act, Section 22. 

28 Ibid., Section 23-A. 
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eligible for purchase or rediscount by the Federal reserve foanis, must be 
secured by collateral of stocks and bonds having a market value at the time 
of the making of the loan of at least 20 per cent more than the loan. How- 
ever, if collateral offered consists of the obligations of any state or political 
subdivision, only 10 per cent margin of collateral is required. Affiliates to 
which these provisions apply do not include corporations holding the bank 
premises June 16, 1934, engaging in safety deposit business, extending agri- 
cultural credit, holding obligations listed above in (a) or engaging in foreign 
banking. 

(3) The Board of Governors of the Federal Reserve System, upon affirma- 
tive vote of at least six members, may fix for each Federal reserve district the 
percentage of individual member bank capital and surplus wMch may be rep- 
resented by loans secured by stocks and bonds. Such a percentage shall be 
subject to change from time to time on ten days^ notice and shall be estab- 
lished with a "view to preventing the undue use of bank loans for the specula- 
tive carr 5 ring of securities.” The Board of Governors has an enforcement 
weapon in the power to suspend all rediscount privileges at the Federal reserve 
banks for offending member banks which violate its orders 

Finally, the Securities Exchange Act of 1934, Section 7, pro- 
vides that the Board of Governors shall prescribe regulations as 
to the amount of credit that may be extended on any nonex- 
empted security registered on a national securities exchange. 
This puts into the hands of the Board the control of margin re- 
quirements on the bulk of the collateral loans made by banks.®^ 

The foregoing new regulations on the loans of member banks 
resulted from the disastrous banking developments revealed by 
the events of the period 1929 to 1933. The restrictions on loans 
by member banks to their own executive officers is a decidedly 
healthy one and should materially aid in preventing the too com- 
mon eccurrence of excessive loans to executive officers of banks 
dominated by one or two men. The limitations on loans to af- 
filiates are designed to prevent a repetition of some of the 
unfortunate incidents which occurred during the heyday of spec- 
ulation in 1928 and 1929. 

2® Ibid.j Section 11 (m) . 

The new regulations of the Board of Governors were amended on October 
27, 1937. Under these regtdations, loans by both bai][ks and brokers for the 
purpose of purchasing and canying r^^jered securities aare liu^ited to 60 per 
cent of the market vaJne at the time the loan is made. Banks may lend ta 
brokers up to 75 per cent of the market value. The ijegulaticms do not apply 
to loans for purposes other than for the purchase and cairying of securities. 
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BANK INVESTMENTS 


Volume of investments. Purchased securities, mainly bonds, 
play an important part in the portfolio of banks. They have 
been considered desirable bank assets in the past because, first, 
if readily salable, they are valuable additions to the bank’s sec- 
ondary reserves. Second, they may be purchased at times when 
the local demand for loans is inadequate to absorb the bank’s 
idle reserves. The immense volume of excess reserves which ap- 
peared after 1929, with the great decline in commercial loans, has 
led to a tremendous increase in the investments of banks. The 
relative volume of securities held by member banks more than 
doubled between 1929 and 1936, when they increased from 28 
per cent to 61 per cent of total earning- assets. This growth was 
accompanied by a similar mcrease in the dependence of member 
banks upon income derived from investments, as may be seen 
clearly in Chart 6. From about 20 per cent of member banks’ 
total earnings in 1929, interest and dividends on investments had 
almost doubled in relative importance by 1935. In the mean- 
time, income from loans declined in importance from 65 per cent 
of total earnings to about 40 per cent. • 

Tables 15 and 16, showing the investments of the national 
banks at intervals since i914, and the relative importance of the 
investments of aU member banks since 1928, indicate something 
of the nature of commercial bank bondholdings. 

Beginning with 19i4, the investments of national banks were 
22.i^ per cent of the total loans and investments. They rose to 
a high of 61.6 per cent in 1936. The investments of all member 
hanks likewise reached a peak of 61 per cent of total loans and 
investments the, same yea-r. The expansion in loans since 1936 
has sli^tly j^inished the relative importance of investments. 
; Thd mpst inipprtaiit sin^e ti^‘ of investment consisted of 
t/hit^d ^taies ^oVi^hment obTgations. These became popular 
pMtiafity lleclid^ of tlieh’ inefeB^d availability during and after 
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Chart 6. Comparative Returns on Loans and Investments op All Federaci 
Reserve Member Banks, 1929-1937 (Expressed as Percentages op Total Cur- 
rent Earnings) . Source : The Earning Pouter of Banks, 1939, Research Council, 
American Bankers Association, p. 49. 


the First World War and partially because of their usefulness as 
secondary reserve. Banks are permitted to borrow from the 
Federal reserve banks on their 15-day notes by using United 
States, bonds as collateral. Furthermore, these securities alwas^s 
have a ready market. In April, 1941, the holdings by member 
banks of United States obligations made up 43.5 per cent of total 
loans and investments. 

Banks as bond buyers. It is frequently said that banks are 
poor bond buyers, implying that they tend to buy at high prices 
and sen at low prices, thus taking capital losses which offset the 
earnings. This is expired in two ways: (1) Banks normally 
attempt to accommodate their own customers first, since the 
banker feels a special obligation in this regard. If business is 
brisk and times are good, the number of sound local borrowers is 
likely to increase. A shortage of loanable funds tends to force 
up short-time money rates, which in turn reduces the attraction 
of fixed interest-bearing bonds to all lenders and investors. Bond 
prices tend to fall, therefore, just at the time when bs^nkers are 
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likely to be selling securities to obtain funds needed for the ac- 
commodation of local borrowers. This sale of securities helps to 
depress the bond market still more. On the other hand, when 
business is dull and local demands for funds are few, the banks 
seek opportunities to invest idle reserves. The prices of bonds 
at such times are increased, because they provide a more attrac- 
tive investment for all money lenders, including the banks. 
Therefore, the banks are always on the wrong side of the market. 
(2) A second explanation for the inaptitude of banks as bond 
buyers is that the motivating factor in the increase or decrease of 
bond investments is to be found m the changes in the relation of 
interest on high-grade commercial paper to the yield on bonds.^ 

TABLE 16 ■ 

Investments op All Member Banks * 

Ratio in Percentage to Total Loans and Investments op: 


Bate 

V. S. Obligations 
( direct and 
jvlly guaranteed) 

Other 

Securities 

All Securities 

Oct. 3, 1928 


17.7 

302 

June 29, 1929 

11.5 

15.5 

28.1 

June 30, 1930 

June 30, 1931 

11.3 

17.8 

29.1 

15.7 

19.9 

35.6 

June 30, 1932 

20.1 

20.5 

40.7 

June 30, 1933 

27.7 

202 

48.0 

June 30, 1934 

34.5 

192 

532 

June 30, 1935 

39.7 

182 

582 

June 30, 1936 

423 

18.7 

61.0 

June 30, 1937 

38.7 

17.5 

. 562 

June 30, 1938 

40.1 

17.7 

572 

June 30, 1939 

422 

17.4 

59.5 

Jupe 30, 1940 

42.7 

16.7 

59.4 

April 1, 1941 

43A 

15.7 

592 


• ConipTited from reports in Federal Reserve BuUefin . 


The losses of national banks from such sources during the 
greater part of their life must have been infinitesimal. From 
1880 to 1902, the total bonds not tied up as security for notes 
or government deposits amounted to less than 8 per cent of the 
total resources. In addition, these bonds showed no large varia- 
tion from one season or year to the next. In later years, par- 
ticularly after the First World War, the very substantial bond- 
holdings of the national banks made losses of this kind more 
probaWe. But during the period from 1891 to 1934, there are 


^For a discussion of tiiis point, see Steiner, W. H., Money and Banking, New 
York, Henry Holt & Co., 1933, pp. 245-245. 
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only three years in which the security holdings of national banks 
actually showed any decline from June 30 of one year to June 
30 of the next. The years showing some decline (1920, 1921,. 
and 1929) were years of extraordinary pressure upon the short- 
time loan market, and the decline in security holdings is thus to 
be expected. The total decrease in the two years 1920 and 1921 
was about 18 per cent of the bondholdings of 1919. The decline 
of 1929 over 1928 was about 7 per cent. Granted that the yearly 
figures conceal variations from season to season and that data 
for all national banks do not disclose what happens to individual 
banks, the fact stiH remains that losses realized by banks through, 
the sale of investments during times of increased customer-loan 
demand are, on the whole, slight. The three years since 1891 
when investments were reduced were years characterized by ab- 
normally high short-time money rates, which compensated for 
losses sustained through the sale of bonds. 

This does not mean, however, that bond investments of banks 
cannot become an important source of loss. On the contrary, 
losses on security investments may be serious. These losses are 
caused not so much by the fact that banks are on the wrong side 
of the market as that they have absorbed quantities of securities 
of mediocre grade which present attractive rates of earnings but 
inadequate security. Such bonds have proved to be a serious 
source of embarrassment to banks, owing both to their weakness 
under fire of heavy liquidation in tunes of panic and to their de- 
fault in times of stress. At such times the banker is in a difficult 
position in evaluating his securities for the purpose of making up 
his statement of condition. Furthermore, if it happens that he 
is compelled to liquidate such bonds to strengthen his reserve 
position, he makes a heavy sacrifice. Moreover, the pressure on 
the bond market after 1928 caused the banks heavy inventory 
losses on bonds of fe best grades. Between January, 1929, and 
April, 1933, the New York Times index of average market prices, 
of forty high-grade bonds declined one third. The seriousness of 
such a depreciation can be visualized by applying it to the in- 
vestments of the national banks. A decline of 33% per cent in 
the market value of national bank investments in 1929 would, 
have wiped out 63 |>er cent of the stockholders' equity. 

• Evaktaling tJie bond account. The extreme decline in bond 
values during thse years 1931 and 1932 placed the problem of de- 
t^minjng the proper mef^od of evaluating the bond inventory 
of banks squarely before those who were in charge of baqk ex- 
amination and reports. Several different methods are normally 
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followed by banks in evaluating bonds for purposes of published 
statements. They are:* 

1. Original cost. 

2. Original cost with amortization of premium and accumula- 
tion of discounts to maturity. 

3. Original cost with reserves against depreciation. 

4. Market value, permitting appreciation of some securities to 
offset the depreciation of others. 

5. Cost or market, whichever is lower. 

In following any practice other than the evaluation of securities 
at cost, there arises the problem of determining: (1) what is the 
proper value of issues having no ready market; and (2) whether 
or not banks should be compelled to write down the value of se- 
curities to the market value so long as they are not in default. 
If it may be assumed that securities, when acquired, will be held 
to maturity, a disregard of the market value would seem to be 
justified. If, however, the bank is forced to rely upon hquida- 
tion of securities in times of stress, the market value can hardly 
be disregarded. The examiners for the Comptroller of the Cur- 
rency, generally speaking, have based their valuations on present 
market value. The sharp decline in security prices during 1931 
made some modification of such a rule imperative if good banks 
were not to be made to appear insolvent. In September of that 
year the Comptroller issued instructions to his examiners to 
classify all the securities of the banks examined into 13 grades, 
the classification to be based upon the lowest rating given the 
bonds by four statistical agencies. Bonds falling into the four 
highest of the 13 grades were exempt from a charge-off for de- 
preciation in market value so long as they were not in default. 
Bonds in the remaining nine grades were to be marked down to 
their market values by a semiannual charging off of 25 per cent 
of the depreciation until the full amount had been written off, 
unless the bond was in actual default, in which case it was to be 
marked down to its market value at once.® 

In 1938, at the same time that a new classification of bank 
loans was agreed upon by the Comptroller of the Currency, the 
BDIC, and the Board of Governors of the Federal Reserve Sys- 
tem, a revision was also made in the prescribed method for 

2 ‘^Operation of the National and Federal Reserve Systems,” Hearings, Stih- 
committee of Committee on Banking and Currency, United States Senate, 7lst 
Cong., 3rd sess., S. Res. 71, Appendix, Part vii, p, 1040. 

s/hzU, p. 1077. 
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evaluating the bond inventories of banks. The new rules are: 

1. Securities owned by banks are classified by the examiners 
into four basic groups: 

Group I consists of securities in which “the investment char- 
acteristics are not distinctly or predominantly speculative.’^ 
This group includes rated securities falling into the four highest 
rating grades (for example, Aaa, Aa, A, Baa, according to one 
method) * and unrated securities of equivalent value. 

Group II consists of securities in which the “investment char- 
acteristics are distinctly or predominantly speculative.”. This 
class includes securities, not in default, rated below the four 
highest grades or their equivalent in unrated securitiea 

Group III consists of securities (bonds) in default. 

Group IV consists of corporate stocks. 

2. Securities in Group I are to be evaluated at cost, with 
neither appreciation nor depreciation shown on the examiner’s 
reports. Moreover, appreciation and depreciation of such secu- 
rities will be disregarded in computing a bank’s net sound capital. 
Thus, so long as a bank’s securities remain within the classifica- 
tion of investment securities, no question of inventory losses need 
arise unless an actual loss is realized through sale. 

3. Securities in Group II are valued at their average market 
price for the 18 months preceding examination. Fifty per cent 
of any net depreciation so calculated must be deducted in com- 
puting the bank’s net sound capital. This provision, like that 
governing the valuation of securities in Group I, is properly 
designed to relieve the bank from the danger of serious em- 
barrassment from inventory losses in time of acute depression 
and crisis. 

4. Net depreciation in securities classified in Groups III and 
rv must promptly be written off as losses. Such securities must 
be carried at market value. 

5. Premiums paid when securities are purchased must be amor- 
tized so as to be written off at maturity. 

■ 6. Until losses have been written off and adequate reserves 
established, profits from the sale of securities may not be used 
for any other purpo^. 


^The dependence of examining and supervisory officials upon the ratings of 
bond-rating companies in determining what are to be classed as “investment 
securities’^ has been severely criticized. Cf. Palyi, Melchior, “Bank Portfolios 
and the Control pf the Capital Market.” Journal of Business, 1938, pp. 70-114, 
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Liquidity of bond investments. Marketability of a substan- 
tial part of a bank’s bondholdings is necessary if they are to be a 
source of liquidity. Among 18 New York City banks, the per- 
centage of bonds not listed on any security exchange varied from 
as high as 89, 81, and 74 per cent to as low as 4 and 6 per cent. 
Only 8 of the 18 held unlisted bonds to an amount of one-third 
or more of the total. Among 20 banks outside of New York City, 
located in 12 different states, the proportions of unlisted securi- 
ties varied from as high as 70, 65, and 54 per cent down to 12, 13, 
15, and 16 per cent. These banks on the whole carried a larger 
proportion of listed bonds than did the New York City banks.' 

As we have already seen, losses on the bond inventory of banks 
may result from two sources. The first is the purchase of spec- 
ulative securities. The second is the changes in capital values 
of high-grade bonds resulting from changes in interest rates. 
That such a loss is entirely possible may be seen in the spread in 
prices of high-grade bonds. For example ; 

United States Treasury 4%’s, sold at par in 1918, were selling 
at 78 m 1920. 

United States Treasury 3%’s (callable in 10 years) sold at 99 
in September, 1934, and at 110.15 in December, 1936. 

United States Treasury 4’s, 1954, sold at 94 in January, 1932, 
and at 116 in December, 1936. 

Santa Fe General 4’s of 1995, sold at 104% in 1906, at 69 in 
1920, and at 111 in 1934. 

The latest regulations governing the evaluation of securities 
relieves the banks of the danger of loss due to a faU in capital 
value of hi^-grade bonds so long as they are not actually liqui- 
dated in the market. To the extent that the long-term invest- 
ments are protected by an adequate margin of short-maturing 
securities not subject to capital loss with changes in interest rates, 
the banks are now in no danger of suffering any serious loss from 
the purchase of long-term securities. This point is especially 
important now when securities (largely governments) comprise 
such a large fraction of bank earning assets. The distribution 
of maturities of securities held by the banks, therefore, takes on 
considerable significance. 

The liquidity of member bank investments is well illustrated 
by the following percentage distributioni of maturities as of De- 
cember 31, 1939. 


^ Hearings j op. cit., p. 1039. 
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All Member 

New York 

Other Reserve 

Country 


Banks 

City 

Cities 

Banks 

Securities maturing in 5 

years or less 

Securities maturing after 5 

41% 

53% 

38% 

32% 

years 

Other securities (in default 

58 

46 

61 

66 

or without specific ma- 
turity) 

1 

1 

1 

2 


100% 

100% 

100% 

100% 


Among the New York City banks, short maturities comprise 
over one-half of all security investments, while in other reserve 
cities and country banks approximately one-third are of short 
maturity. It would seem, therefore, that .a sufficient margin of 
securities not subject to serious capital loss is being maintained to 
safeguard the banks adequately. The investments of the in- 
sured commercial banks are shown in Table 17. 

Repurchase agreements. Not all bonds reported by banks as 
a part of their portfolios actually represent investments in the 
ordinary sense of the term. Some are bought under a repurchase 
agreement by the seller, who contracts to buy the bonds back at a 
stated price and at a stated time.® The bond thus closely re- 
sembles a security loan to the seller. The use of the repurchase 
agreement, most common in New York City, is explained par- 
tially by the fact that it enables banks virtually to lend to one 
borrower an amount in excess of the statutory limit. Further,, 
the bank’s customer obtains the full market value, since no mar- 
gin requirement applies. The bank obtains the coupon rate of 
interest; and where the bcmds are tax exempt (government and 
municipal bonds being most commonly used), it obtains a tax- 
exempt income. The bank may be able to reduce the volume of 
its security loans if it wishes, while the borrower may be able to 
conceal in its statement of condition what are essentially '‘bills. 
payable." ' 

Legal regulaticm of bank investments. Quite naturally, se- 
curity investnaents of banks have been influenced by legislation 
and the rules laid down by examining authorities. Generally 
speaking, the regulations governing the investments of banks 

« Under the regnlatione of the Comptroller of the Currency, banks may buy" 
with an o]^on to resell^ but the seller oannot have an absolute right or option to 
repp^hase- Likewise, banks may sell with an option to repurchase if the buyer 
dom trot ap pptit^ ^ resefi, Since these regulations apply to all member 
ba^i^'i^(^ m^kii^ stjch agreements with each other* 

Federal B^erve March, (| 936 , p. 195 . 

^ Hearmg$f op, dL, 1047 - 1049 , 
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operating under state charter (except savings banks) have been 
more lenient than those applying to national banks. Although 
the national banking law made no mention of the right of na- 
tional banks to invest in other than government bonds, such 
banks have for many years carried bond investments. Specific 
legislation regulating the investments of the national banto was 
provided in amendments passed in 1927, 1933, and 1935. As the 
law now stands, national banks may: ® 

1. Purchase and sell investment securities for customers with- 
out recomse against the bank. 

2. Purchase investment securities for their own account, pro- 
vided that the obligations of any one maker shall not exceed 10 
per cent of the bank’s capital and surplus. No restrictions ap- 
ply to bonds of the United States or any political subdivisions 
thereof, or to obligations arising under the Federal Farm Loan 
Act or issued by the Federal Home Loan Banks, the Home Own- 
ers’ Loan Corporation, or the Federal Housiog Administrator 
when guaranteed by the United States. The Comptroller of the 
Currency may define “investment securities.” ® 

3. Invest in corporate stocks only as follows: 

(a) They may invest not more than 15 per cent of their 

8 Revised Statutes, Section 6136. See also the Federal Reserve Act and Agri- 
cultural Credits Act of 1923, State member bank investments are, by the act of 
1933, subject to the same regulations as those of national banks. 

®The regulations by the Comptroller on this point include the following re- 
quirements ; 

1. They must be salable under ordinary circumstances with reasonable pi;ompt- 
ness at a fair value. 

2. Such public distribution must exist as to insure the marketability of the 
issue; or, 

3. Other existing securities of the obligor must have such a public distribution 
as to protect or insure the marketability of the issue; or, 

4. In case such public distribution is impossible for sound issues of established 
commercial or industrial firms, it is sufiScient that (1) they demonstrate ability 
to service the issue, (2) the maturity of such securities be not later than ten years 
after the date of issue, and (3) at least 75 per cent of the debt will be amortized 
at maturity. 

. 5. Where the securily is issued under a trust agreement, the trustee must be a 
bank or trust company independent of the obligor. 

6. They must not be distinctly or predominantly speculative, nor may they be 
in default as to either principal or interest. 

7. The bank must provide regular amortization of any premiums paid above 
par. In no event shall the security be carried at a value above the price at which 
the obligor may redeem it. 

8. Securities convertible into stock at the option of the issuer may not be pur- 
chased. Wbare such qonveraon is at the option of the holder, securities may be 
purchased only at prices representing their true investment value. 

9. ; These^xesiEictioins do not' apply to real estate securities acquired under Sec- 
tiOTt ^ of the FMerall Reserve Act. Federal Reserve Ridletin, July, 1938. 
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capital and surplus in any corporation organized to con- 
duct a safe-deposit business. 

(b) Without special permission of the Comptroller of the 
Currency, they may invest in bank premises' or in stocks 
and bonds of a corporation holding the premises of the 
bank not more than the amount of their capital stock. 

(c) They may buy the necessary stock in the federal re- 
serve banks. 

(d) They may buy stock in banks to engage in foreign 
banking (limited to 10 per cent of the bank’s capital 
and surplus). 

(e) They may buy stock in National Agricultural Credit 
Corporations (limited to 10 per cent of the bank’s cap- 
ital and surplus). 

In view of the- unfortunate experiences of banks with their 
bond accounts during depressions, it seems desirable that some 
standard of quality of bond investment similar to that required 
of well-regulated mutual savings banks be set by law for all 
banks. 

Administration of the bond accoimt The importance of 
bonds among the assets of banks introduces the vital problem of 
intelligent purchase. This involves: (1) the question of the gen- 
eral quality of appropriate bonds; (2) the investigation of the 
proper rating of individual issues the purchase of which is con- 
templated; and (3) the administratam of the bond account once 
it is set up. It is evident that the bond account involves prob- 
lems similar in general outline to but different in specific details 
horn tho® of coamnereial loans. It requires careful and constant 
analysis of the bond market, which in itself demands a high de- 
gree of specialized skill 

In order to avoid the losses which arise from buying bonds 
when they are expensive and selling when they are cheap, the 
bond account, except bonds carried for secondary reserve, might 
be made a permanent part of the bank’s portfolio regardless of 
the ebb and flow of the customer demand for loans. This ac- 
count should consist mainly of "money bonds” or bonds the 
highest grade. The temptation to buy low-giade bonds to in- 
crease earnings riiouid be resisted, even in the face of h^ com- 
petitive interest payments on deposits, if losses through d^nlt 
are to be avoided in times of stress.’ ■ • . ' 

’ The prbblean trf choo^g high-grade bonds wMdi are bf mfaxi- 
mum benefit id ttejbank is a jcme, 

to a large ;^tent rely upon Ji&eir ' city for 4uwic@i. 

The city bank itself must be adequately provided with expert 
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investment ofi&cers who can utilize the numerous agencies and 
services which collect data on companies with bond issues as well 
as conduct independent investigation of the qu^ty of bonds ap- 
pearing in the market. Naturally, purchases of bonds must not 
be made upon the sole recommendation of the underwriters or 
bond salesmen. 

Once the bonds have been purchased, their standing should 
be scrutinized at frequent intervals if losses are to be avoided. 
Moreover, the bond account will show more profit if a sufi&cient 
part is in issues which are sufficiently close to maturity to insure 
an opportunity for disposing of them without loss. This peri- 
odical examination enables the bank to take advantage of changes 
in the market for bonds. At times, when long-term, high-grade 
bonds decline in price, the banker in such a position can purchase 
them on favorable terms. Further, when long-term bonds ap- 
pear to have reached their peak, the watchful investment officer 
will dispose of his holdings and acquire shorter maturities less 
subject to the decline which will accompany higher money rates. 
In this manner the “cost” of the bonds making up the security 
account may be kept at a minimum, thus improving the 3 deld.^* 

Lo^es on bonds and loans. The increase in the inoportsnce 
of bonds as compared with loans among bank assets brings to the 
fore tbe question of whether or not it is desirable for banks to 
advance more funds designed to furnish business enterprises with 
fixed capital. Some condemn this tendency as contrary to sound 
commercial banking principles. Others hold that the practice 
is pennissible if the assets representing advances of a fixed nature 
are diiftable. This point will be discussed in a later chapter. 
However, realized losses, after recoveries, on bond investments 
have been somewhat lower than on loans, while the net rate of 
earnings has been smaller. 

It is possible partially to evaluate the effects of the trend of 
banks toward increased security holdings by examining the ex- 
perience of member banks since 1927. In Table 18 are shown 
the annual rate of (1) gross earnings, (2) net losses after recov- 
eries, and (3) net returns on loans and investments of mem- 
ber iWks for the years 1927-1940. Also, the average figures for 
the 14 years are given. Throughout the period, gross earnings 


10 ^(X|d '<Jiscirssion of the problem of bond investments for banks, see an 

artideifa-^Ssie Amyckdion JowmL^ October, 19E2, enititled “In- 

■vestm^li^*? Qiaii^an of the Bank Management Commis- 

Andean, &nk^*Ass^ This article is based upon the results of a 

iwveF "bank by the conmsdMon and has bf*«n heav^b' relied upon 

|n ihe foxegping d^dtssit^ 
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on loans exceeded by a very considerable margin the gross earn- 
ings on investments: for the 14 years, interest on loans averaged 
4.7 per cent while interest and dividends on investments averaged 
but 3.4 per cent. Net losses on loans (losses minus recoveries) 
averaged 1 per cent for the period, while net lo^es on invest- 
ments (losses minus recoveries and profits realized on bond sales) 
averaged but 0.2 per cent. Although losses on bonds during the 
earlier stage in the depression exceeded losses on loans, the re- 
coveries on bonds were more favorable. As a result, the experi- 
ence of member banks for the 14-year period shows an annual 
average rate of return of 3.7 per cent on loans and of 3.2 per 
cent on investments. To the extent that the experience of this 
period is a fair test of banking operations, it appears that, on the 
average, net returns , on investments were not very much worse 
than net returns on loans. If expenses per unit of handling the 
investment operations of the banks should prove to be anything 
less than the unit cost of making loans, the disadvantage of in- 
vestments would appear even smaller. It is possible, however, 
that the net returns on investments will not continue in the 
future to bear so favorable a relation to the net returns on loans. 
Referring again to Table 18, one can see that since 1937 the net 
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returns on loans have been over 1 per cent above the net re- 
turns on investments. The growing importance of government 
securities and the disappearance of recoveries in bond values 
seem responsible. So long as government securities continue to 
play such an important part in bank investment portfolios, the 
advantage will be likely to rest with loans. It should be pointed 
out that the data appearing in Table 18 do not include the ex- 
perience of banks which failed during any given year. 

The continued importance of bank investments requires that 
care be taken to avoid losses. In order to fortify itself against 
undue losses, the individual bank must: (1) look to the ultimate 
security of any bonds purchased; (2) be certain of their market- 
abihty in order to be able to dispose of holdings that, threaten to 
become undesirable; and (3) hold long-term bonds in such 
amounts as will not exceed, with other unliquid assets, the vol- 
Tune of deposits that are, by a wide margin, certain of stability. 
The growth in relative importance of government securities and 
•the present leniency in the valuation of high-grade securities 
lessen very considerably the danger of losses due to the great 
e-spansion in banks’ bond portfolios. 



Ch:a3pter XV 


THE BAXK’S PORTFOLIO 

Requirements of a bank’s portfolio. We have considered the 
various forms which a bank’s earning assets may take. These 
earning assets, as they actually exist in any given bank, make up 
its portfolio. The portfolio must be arranged with three distinct 
considerations in mind; (1) liquidity, (2) solvency, and (3) earn- 
ings. Without liquidity, the bank cannot operate and meet de- 
positors’ demands. Without solvency, it must ultimately fail, 
with subsequent losses realized by the stockholders and probably 
by the depositors. Finally, without earnings, the banking oper- 
ations cannot be carried on by private enterprise. 

It is apparent that these three essential requirements placed 
upon the bank portfolio are not altogether in harmony. True, 
liquidity implies short-run solvency, to say the least, but it vari® 
inversely with the earning power of assets. • Likewise, it is pos- 
sible to achieve ultimate solvency without liquidity, as is illus- 
trated by the well-secured real' estate loan. Finally, earnings 
are often sought at the expense of both liquidity and solvency. 
If is evident that, essential as they are, earnings must at all times 
be made secondary to the requisite liquidity and the sol vency of 
the bank. This must not be construed, however, to mean that 
bankers should never make a loan ot an investment that is less 
.sound than the maximum humanly p<mble. Such an attitude 
would be too rigcarous for busine®, which cannot well provide 
absolute security for its borrowing. But any margin of ^ecula- 
tkm in the portfolio ^ould be amply covered by the stockholders’ 
equity. 

Ob-viously, liquidity is the first consideration in organizing the 
portfolio. Witiibilt adequate jifovision for this, the bank faces 
pxtinctipn ■when the pre^ure of deposit withdrawals is 
met. T® maintain ©BEfe^i've liquidity is to saoifice earnings. 
Ip: ^ k ibajA should carry liquid assets in amount suffi- 

cxeiht me seasonal demands of depositors, which can. 
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be forecast in the light of experience; ^ and (2) the cyclical varia- 
tions in deposits, taking measures to increase the liquidity of the 
portfolio during times of boom or excessive prosperity. Such ac- 
tion would have the double advantage of protecting the bank 
and acting as a brake upon speculative excesses which character- 
ize such times. It is probably too much to expect the average 
banker to anticipate and guard against such cataclysmic disturb- 
ances as took place in the banking field from 1930 to 1933, when 
the loss of confidence in banks by the public caused the complete 
breakdown of banking functions. The secondary reserve, which 
has already been studied, is relied upon to provide this liquidity. 

After the necessary liquidity has been provided, the remainder 
of the bank’s portfolio may be arranged with an eye to solvency 
and earnings only. Naturally, the particular kind of assets used 
win depend to a large extent upon the type available. The ob- 
ligations of industrial firms which are customers of a bank will 
find their way into the less liquid part of the portfolio. Real 
estate mortgages will appear in banks which find an insufficient 
outlet elsewhere. Diversification to some extent may be achieved 
through investments in bonds. 

Self-liquidating loans. The requirements of liquidity and sol- 
vency raise the fundamental problem of the appropriate form 
which bank assets should take. In particular, it raises the ques- 
tion of the importance of self-liquidating paper as compared with 
paper that is not self-liquidating. The position of many writers 
on banking theory is that commercial banks should confine them- 
selves to making loans to finance the diort-time current working 
capital needs of commerce and industry.* These loans have the 
advantage of being self-liquidating in character and therefore 
more appropriate for banks with demand liabilities, because of 
both liquidity and security. This theory holds that commercial 
banks ^ould avoid making advances to industry to provide fixed 
capital, but should leave such loans to other financial agencies 
without demand obligations (such as savings banks, investment 
trusts, and the bond market in general). 

In spite of this theory, American banks generally have in prac- 
tice departed from the exclusive holding of self -liquidating com- 

1 These, of course, vary with the nature of the depositors’ requirements and 
the nature of the deposits, whether thrift or current accounts. 

2 For example, see Willis, H. Parker, Chapman, John M., and Robey, Ralph W., 

Contemporary Banking, New York, ^rper & Bros., 1933, p. 437. See also Waldo 
P. Mitchell, who quotes numerous writers to a similar effect in an article on 
"The Liquidity of Journo^ 1^3, 

p. 245, 
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mercial paper. One need but examine the growing importance 
of securities among bank earning assets to discover this fact. 
Loans on real estate and loans to security dealers, investors, and 
speculators are for the most part used for fixed capital rather 
than for temporary working capital purposes. Since this is the 
trend, it is of little use to bewail the departure from the standards 
of classical bank theory. We are confronted with an actual situ- 
ation which appears, with some notable exceptions, to work fairly 
well in practice. 

Let us examine self-liquidating commercial paper and observe 
its similarities to and differences from other forms of bank loans. 
Self-liquidating commercial paper arises in connection with a 
loan to a borrower who uses the proceeds to increase his working 
capital. This new working capital, in the normal course of 
events, will be transformed into salable goods or services which ■ 
will return to the borrower the funds with which to pay the loan. 
If the period of the loan is long enough to enable the borrowed 
capital to make the cycle — ^from money, sto working capital, to 
salable goods, and back to money again — ^the loan may properly 
be called self-liquidating. If the period of the loan is too ^ort, 
it is not self-liquidating. It follows from the above definition 
that a loan whose proceeds are to be used by the borrower to 
acquire fixed capital -goods might be self-liquidating if the loan 
were to run for a period of time sufficient for the capital goods to 
earn back the interest and principal of the loan. A loan on city 
real estate for one year (as was permitted to most national banks 
from 1914 toT927) is obviously not self-liquidating, yet such a 
loan of sufficient length, with principal properly amortized, might 
be self-liquidating. 

The continuous borrower’s paper. Some question may arise 
concerning the self-liquidating character of short-time loans 
which ace made to firms engaging in continuous operations with 
very little seasonal variation. If they borrow at banks, they tend 
to borrow constantly. Should their paper be considered self- 
liquidating in the face of the fact that their borrowing tends to 
be continuous? From a strictly logical viewpoint, such paper 
can hardly be considered self-liquidating for the reason that the 
borrowing is. not automatically able to retire the loan at its 
matcufity. To require ffiat the borrower pay the loan at maturity 
would involve; either "& reduction in the volume of working capital 
(obviously not normally desired) or a recourse to borrow;ing at 
other bahks. Strictly speaking, it is possible for such a borrower 
to . repay* tihff I pon. if ■ hR..has..an. adequate- excess . of current a^ets 
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over current liabilities and is willing to reduce to some extent the 
scale of his operations. One might, therefore, say that this loan 
is self-liquidating. However, it differs from loans made to sup- 
ply working funds needed to carry the borrower over a seasonal 
p^ik, since such loans can be repaid at maturity without em- 
barrassment to the borrower. 

Fixed capital loans. The self-liquidating loan, according to 
the traditional theory, provides the bank with the liquidity so 
necessary to meet the varying demands of depositors. On the 
othM- hand; advances of a fixed capital nature have no direct 
inherent liquidity. In making such loans, the bank must depend 
upon its ability to shift the burden to other banks. This in- 
volves: (1) the calling of loans on securities or the reduction of 
time loans on securities as they mature; or (2) the sale of secu- 
rities owned outright by the bank.® To what extent can the 
banker rely upon the “shiftability’ of his security loans and in- 
vestments to provide him with liquid funds? Is such a reliance 
safe? These are important questions which are raised by current 
banking practice. Another question which must be faced is the 
equally vital one of whether or not, disregarding the matter of 
liquidity, loans which are not self-liquidating give adequate pro- 
tection against loss of principal and interest. 

Shiftable versus self-liquidating loans. A self-liquidating 
loan, as we have said, is one which will normally be repaid out 
of tiie income resulting from the use to which the funds are put. 
A loan which is not self-liquidating, on the other hand; gives rise 
to no chain of events which will naturally and normally return 
funds to the borrower within the life of the loan. This can best 
be iQustrated by two examples. Suppose, first, that a person 
bcarows a sum from a bank for thirty days to finance a transac- 
tion which cannot be completed within six months. The ability 
of the borrower to repay his loan in thirty days rests solely upon 
his ability to increase his income by some method unrelated to 
this transaction or to borrow elsewhere to replace the first loan. 
Let us take a second case. Suppose a person obtains a thirty- 
day loan at a bank for the purpose of buying securities. At the 
end of thirty days, the borrower’s ability to repay rests upon: 

0) his ability to borrow elsewhere; or (2) his ability to seU his 
'seeurities to some other party who perhaps borrows elsewhere. 
Thr^ it is clear that the liquidity of loans which are not self- 

■ , sJjpulcJ jem?njbeie4,tfcat real estate ^^iprtgages aud .direct, a4vwM!fS t9 

1) ^e^ for continuous working or fizfd capital needs (when no S^ual cleanup 
b required) kavef practically no “sJiiftatett'''^‘and are not self-liquidating. ; 
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liquidating depends entirely upon the success with which tho loan 
can be shifted to some other bank. The same reasoning nat- 
urally applies to the outright security holdings of banks. Those 
with a ready market can be easily sold to other banks or to bor- 
rowers at other banks. 

To what extent are self-liquidating commercial loans similar 
to loans which acquire liquidity only through shiftability? In 
practice, some of the best forms of so-called self-liquidating imper 
acquire their liquidity through shiftability. This is true of that 
part of the commercial loans of the country which represents con- 
tinuous working capital of the borrowers. Liquidity of open- 
market paper is often achieved (1) by the flotation of new issu^ 
and (2) by the utilization of bank credit lines; and the annual 
“cleanup” demanded of commercial borrowers frequently in- 
volves a mere shifting of loans to other banks. To the extent 
that this is true, what seems to be self-liquidating paper tiurns 
out to be merely shiftable. The continuous operation of the 
borrower under the circumstances does not permit the liquida- 
tion of a sufficient amount of the firm’s working capital 
to pay off the bank loans. It is estimated that bankers in 
cities expect to be called upon to renew between 40 and ^ per 
cent of their unsecured loans and are in fact willing to do S6 pro- 
vided the condition of the borrower’s businei^ continues tO be 
satisfactory. The “annual liquidation” requirement oftfen niade 
by banks to “line of credit” borrowers is frequently cared for by 
borrowing elsewhere, either directly from another bank or in- 
directly through the eommerdal paper market.* 

What of the short-time loans to bUanessmen which are actu- 
ally self-liquidating? What is the source of their liquidity? 
Simply this: The borrower will have something to Sell before the 
loan matures. In the ordinary course of busing evmts, the 
goods can be sold and the loan repaid out of the proceeds. Bnt 
what determines whether or not the goods can actually be i^ld? 
Assuming that they are staple goods, readily marketable, they 
can be sold at a reasonable price provided the normal buyers afe 
able to obtain funds, loans let us say, in the ordinary manner to 
which' th^ are • aiCefustomed. Stating it in anotiia’ way, the 
self-Hqttidating character of a good cwnmercial loan depends 
UptM the ctmtinUatiOtt tk the v^Dhigness Of other banks to extend 
iotoi'to the bhy4rs‘bf tim'goods produced by Ihe or^nal bsr- 

■ and Capital W 

Economy, l&fS, p. 61®. ‘ ' ’ ■* 
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rower. All of this is, of course, a matter of shiftability again. 
Are we to conclude, therefore, that there is no essential difference 
in the liquidity of a self-liquidating loan and of one which is 
not? It is true that fundamentally both types of loans depend 
for their liquidity upon the continuation of the willingness of the 
banking system as a whole to maintain a given general level of 
loans. The essential difference between the two t3q)es of loans 
rests in the fact that the individuals on the buying end of trans- 
actions arising out of the two types of loans behave differently. 
The borrower in the case of a self-liquidating loan depends upon 
Belling his goods in the market. Insofar as the goods are in 
steady demand, they can either be sold to middlemen who di- 
rectly or indirectly utilize funds resulting from other bank loans, 
or be sold to consumers, who give up a portion of their income. 
The buyers may normally be depended upon to buy so long as 
the banking system operates in a normal fashion and the demand 
for the particular thing to be sold does not falter. 

On the other hand, the borrower who uses his funds for the 
purchase of securities is able to repay his loan if the banking sys- 
tem continues to function normally in furnishing loanable funds 
and if the buyers of the securities care to buy at that particular 
moment.® The appearance of buyers who are willing to buy at 
prices high enough to enable the borrower to repay his loan is 
much ,less certain than the appearance of buyers for the goods 

the merchant or manufacturer. This seems to be the core of 
Ihe difference between: the two types of loans. The thing bought 
by the borrower of funds for working capital purposes is much 
more certain of finding an ultimate market than the thing bought 
by a person who makes a non-self-liquidating loan. The latter 
person is compelled to rely on the sale of long-term capital goods, 
themselves, or their paper representatives instead of goods more 
nearly in consumable form. The remoteness of the return on 
long-term capital, together with the hazards which attend its 
ownership, results in highly speculative and fluctuating market 
values. This, then, is the real reason why it is less desirable for 
a bank with fixed obligations in the form of deposits to acquire 
assets of the type which are not self-liquidating in character. 

On the other hand, a loan which on its face appears to, be self- 
liquidating may in fact turn out not to be so. This would be 
true, fw: instance, of a commercial loan used to finance the pro- 

s This is true even if he does not intend to sell but wishes to borrow elsewhere 
on the same security. The fall in the market value reduces by that amount his 
ability to borrow elsewhere. 
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duction of some article which had suddenly fallen into disfavor 
and had become unmarketable. It would also be true of com- 
mercial loans to producers of either luxuries or capital equipment 
at a time when a depression appears in business. 

One thing should be clearly evident from the above discussion. 
Regardless of the nature of credit extended by commercial banks, 
it is entirely impossible to expect the whole banking system to 
possess any large degree of liquidity. Whether loans are self- 
liquidating or merely shiftable, in the final analysis the liquidity 
of any particular bank’s assets depends basically upon the con- 
tinued wfilingness of the other parts of the banking system to 
lend or invest freely. To some extent, of course, commercial 
banks may shift the burden of providing liquidity upon the cen- 
tral bank. But any wholesale attempt on the part of the bank- 
ing system to liquidate its loans and investments must necessarily 
fail. 

Objection to fixed capital loans. If our analysis is correct, 
the real reason why commercial banks must watch carefully capi- 
tal loans which are not self-liquidating in character is that such 
loans are based upon long-time capital goods, including real ^- 
tate, whose present and future value is highly problematical. 
If a bank wishes to make such loans, it must be certain of obtain- 
ing a margin of security sufliciently large to guarantee the liquid- 
ity of the loan through shiftabihty. For example, a loan secured 
by stocks and bonds must necessarily have enough margin or ex- 
cess of collateral to insure the bank that changing market values 
due to the ebb and flow of speculative fever wili not endanger 
the ability of the bank to realize enough on the sale of collateral 
to cancel the loan. It is imnecessary that the bank be more con- 
cerned about the “freezing” effect of a general tie-up of hanking 
operations on collatoal loans than on self-liquidating commercial 
loans. . Both types become highly unliquid in case of a general 
collapse of normal banking functions. Likewise, the outright 
security holdings of banks are generally shiftable if they consist 
of high-grade, readily marketable bonds. There is, of course, 
this important distinction between properly margined collateral 
loans and outright ownership of securities. The collateral loan 
should protect the bank against losires in market value, whereas 
there is no po^bility of preventing such losses on iMitright hold- 
ings of long-term bonds if it becomes necessary to liquidate Ihem. 
Even the best of bonds show considerable variation in ma^et 
value with changes in the market rates of interest. 

We forqed to the conclusion that capital J<^s in the form 
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of loans on stock and bond collateral with adequate margin may 
be fundamentally just as liquid as the average self-liquidating 
loan. The same cannot be said for the outright investments of 
banks unless they combine the characteristics of soundness and 
nearness to maturity. It should be apparent, however, that the 
shift in the nature of American bank loans in the direction of 
more capital loans and investments raises serious questions re- 
garding the methods for managing banks under the somewhat 
changed conditions.® - To achieve liquidity as well as imderl3dng 
security for portfolios containing capital loans, great care must be 
taken with regard to both the amount and the marketability of 
collateral. As long as the collateral is readily marketable and 
adequate margins are preserved, such loans provide liquidity of a 
hi%h order. On the other hand, the outright investments in 
securities other than high-grade short-term bonds do not provide 
liquidity without danger of serious losses due to changing market 
vidues. Hence, they should be included among banks’ earning 
assets only to, the extent to which liquidity is not essential' 
Another form of fixed capital advances — ^real estate loans — 
belongs in the same category, although they possess less market- 
ability than listed bonds. 

Effects of the relative growth of fixed capital loans. The in- 
crease in the relative importance of fixed capital advances among 
the loans of American banks gives rise to several questions: 

1 . How does it affect the essential liquidity of the banks? In 
answer, we can say that properly margined loans on stocks and 
bonds provide just as much liquidity as does the self-liquidating 
loan. This is not true of most bond investments and real estate 
loans, a fact which- must be bofne in mind. 

2. How does it affect the ultimate soundness of the bank 
assets? Again, the answer in the case of loans on stocks and 
bonds depends upon the adequacy of the margin of security. In 
the case of real estate loans and bond investments, the answer is 
simply this: saeh advances may be sound and desirable if ample 
precaution is taken in investigating and watching the underlying, 
securi^ and the obligors’ ability to pay. That this is so is indi- 
cated by the very favorable experience of the mutual savings 
bank®; -whose assets are largely of this character. 

S; Howr does it affect the nature of bank management? It 
requhes the banker to become a skillful analyst of the tecurity 
»warket in order that the adequacy of margins mi loans can be 

ftflas' pcant is emphasized by Willis, H. Parker, and Chapman, John M., in 
The Banking Sitmtim, New Vork, Columbia University Press, 1834, pp. 527-528. 
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properly determined. Further, it requires skillful analysis of 
investment values and care in the administration of the invest- 
ment accounts, as well as expertness in measuring trends in the 
field of real estate values. 

4. How is the relation of the banker to industry affected? 
The banker as a middleman exercises a directive fimction through 
his ability to grant and withhold loans to particular individuals 
and industries. Insofar as the banker’s function becomes one of 
a mere analyst of the stock and bond markets, his control over the 
distribution of capital in industrial uses becomes more remote. 
His judgment is warped and influenced not only by the prospects 
of the underlying basic industries behind the securities, but also 
by the speculative temper of the market. Thus, if adequate 
margin is offered, he will hardly refuse to lend on securities of 
corporations to which he might be unwilling to make any direct 
loans. This in particular seems to be one of the serious evils of 
the growth of security loans at the expense of short-time credit. 
By lending on secirrities in a rising market, the banks have 
enabled industry to finance itself without direct contact with the 
bank. Further, by making easy the increase of long-time capital 
funds through the stock-market, the banks contribute heavily to 
the maladjustments which characterize periods of boom. 

One can hardly avoid the condusion that the excessive increase 
in security loans and bond investments presents a serious prob- 
lem in m^ern banking. The dangers of losses on securities due 
to inexperience in purchasing and the sacrifices caused by forced 
liquidation have been dtarply brought to our attention by occur- 
rences since 1929. Is the trend likely to ojntinue or may a 
reversal be expected in the near future? First, one must realize 
that the indivkiaal bank is naore or less helpless and must float 
with the tide. The expansion of stock market financing, based 
originaly and ultimately Upon bank security loans in 192^1929, 
left the individual bianW with no choice but to follow along. 
He was compelled to do so partially because of the attraction of 
high rates of earnings on stock exchange loans and partially 
because of the drying up of demand for short-term commercial 
foams when the minketing of securities became easy. Later, defi- 
!^|]^ieasrtiry, Coupled with high excess reserves, 
led to an unpr^lf^i^fedfirend toward security inyestnients by 
baite. - ilt p^s pbbable that the ^wt-term commercial loans 
triB Mveri Itoyttoig like their old importance in bank^ 
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BANKERS’ ACCEPTANCES 


A mong the liabilities of banks there sometimes appear the 
items “letters of credit” and “acceptances.” The first is evi- 
dence of a promise to extend credit, while the second indicates the 
actual extension of credit by the bank in whose statement it 
appears. Bankers’ acceptances, as we have already seen, are 
negotiable drafts drawn against a bank, payable at some future 
date and “accepted” by the drawee bank on presentment. This 
acceptance has the effect of binding the acceptor to pay the draft 
when due. When the accepting bank is well known and of good 
credit standing in the community, its acceptance is considered 
prime paper and is much sought after by banks for use as second- 
ary reserve and by other institutions desiring a highly liquid and 
sound investment. 

Borrowing with the use of bankers’ acceptances. Firms de- 
siring credit accommodation have the opportunity, under suitable 
conditions, to draw such drafts on accepting banks and then to 
sell them in the money market. The borrower must, of course, 
give the accepting bank adequate assurance that it will be put in 
possession of funds with which to pay the acceptance when due. 
Further, the accepting bank charges a commission for the use of 
its credit. The banker’s acceptance, then, appears' as a device 
for enabling a would-be borrower to borrow on the credit of the 
accepting bank. This is of advantage to him in that he may 
obtain his money at rates slightly more favorable than if he were 
to borrow directly. The banker’s acceptance in his possession 
can be discounted in the central money market at the lowest 
available rates. The bank is the gainer in that it receives a 
comndi^on for the acceptance but does not part any funds 
(pr create any deposit liabilities requiring reserves.. 

This roundabout extension of credit by theisaccepting bank 
creates on the liability side of the statement the item “accept- 
ances outstanding.” Since the offsetting protection for the Ha- 

212 
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bility consists solely of “customers’ liability,” it follows that the 
extension of acceptance credit involves just as careful scrutiny of 
the ability of the borrower to repay as does a straight loan. To 
prevent the abuse of such credits by American banks, the Federal 
Reserve Act carefully limits and regulates the acceptance powers 
of member banks.^ 

Regulations governing acceptances. The regulations govern- 
ing the acceptance of drafts by member banks fall under four 
main heads.^ 

1. Maturity. The length of time for which such drafts may 
run is limited to six months’ sight exclusive of days of grace. 

2. Volume. Member banks (including state members author- 
ized by law or charter) ^ may accept drafts to an amount aggre- 
gating not over 60 per cent of their capital and surplus. 

The Board of Governors will entertain applications from banks 
having a surplus account of at least 20 per cent of their capital 
for power to accept drafts to an aggregate amount of not over 
100 per cent of their capital and surplus. The application will be 
approved if the Board is satisfied with the standing of the bank 
and is convinced that banking and business conditions warrant it. 
However, the aggregate amount of acceptances growing out of 
domestic transactions cannot exceed 50 per cent of the bank’s 
capital and surplus. 

Also, on approval of the Board, member banks may accept 
drafts drawn by banks in foreign countries for the purpose of 
furnishing dollar exchange. Such drafts may have not more 
than three months’ sight to run, exclusive of days of grace. The 
aggregate amount of such drafts shall not exceed 60 per cent 
of the bank’s capital and surplus. This limit is separate and 
distinct from the limits placed upon other types of acceptances. 

3. Purposes. Bankers’ acceptances may be created by member 
banks in order to finance the import and export of goods; to 
finance the domestic storage and shipment of goods; to finance 
the storage of goods in and the shipment of goods between foreign 
countries; and to create dollar exchange.* 

^ B^ore the passage of the Federal Eeserve Act in 1913, national banks were 
not permitted to accept drafts. State and private banks exercised the function 
to a limited extent, however, before this time. 

2 Federal Edserve Board, <7. 

*For a digest of state laws on the acceptance powers of state banks, see E’ear- 
ingSf ^uibcommittee oj Committee on Ranking am} Currency, United States 
Senate, 7lSt Cong,, 3rd se^., S. Ees. 71, Appendix, Part 6. 

^The OTiginal provinons of. the Federal Re^srve Act limited the use of accept-- 
ance powOT of m^ber banks to the financing of imports and exports. Later 
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4. Security ‘ Acceptances arising out of financing the ship- 
ment of goods in foreign commerce need have no specific col- 
lateral unless the amount of acceptances made for any one firm 
or person is over 10 per cent of the accepting bank’s capital and 
surplus. Any excess, however, must be secured during the life of 
the acceptances by attached documents or some other actual 
Mcurity growing out of the same transaction. A trust receipt ® 
is not considered actual security, but a draft drawn on a buyer of 
goods accompanied by the bill of lading is classed as “actual 
security” even after the documents of title have been surrendered 
to the drawee upon his acceptance of the draft. 

Acceptances arising from domestic shipment of goods must 
be accompanied by shipping, documents of title at the time of 
acceptance. This requirement arises from the desire to insure 
that the transaction financed is a self-liquidating one. After ac- 
ceptance, the documents may be released unless the acceptances 
for any one person or firm exceed 10 per cent of the accepting 
bank’s capital and surplus. In this case, the excess requires 
collateral security. 

In order to indicate their self-liquidating character, accept- 
ances arisiug from the storage of goods either at home or 
abroad require security at the time of acceptance in the form of 
warehouse receipts or other documents of title covering readily 
marketable staples which await reasonably prompt sale or con- 
sumption in the orderly process of trade or manufacture. Again 
the law does not require that the accepting bank retain the 
collateral 'Security except against the excess above 10 per cent of 
its capital and surplus. But if the acceptance is to be e%ible for . 
rediscount or purchase by the Federal reserve banks, it must 
remain secured throughout its life. 

Acceptances giving rise to dollar exchange in excess of 10 per 
cent of the accepting bank’s capital and surplus must be pro- 
tected at the time of acceptance by documents of title or other 
adequate security. 

Accepting banks. At the beginning of their experience with 
acceptance credits, many banks without adequate knowledge or 
equipment for acceptance credit work undertook to accept drafts. 

it was amended to include the power to accept drafts growing out of ckHoaestic 
shipment of goods or based upon documents of title covering readfly marketable 
staples. By rulings of the Federal Rei^rve Board, this power has bw eoaastrued 
to apply to goods in storage m foreign countries and the ^lap^ttent of goods 
between foreign countries. 

5 Federal Reserve Board, Regvhtion €. 

«For a brief description of the trust receipt, see page 163. 
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Such banks were not in close touch with the principal discount 
markets, with the result that their accepted biUs did not com- 
mand the best rate. This fact in turn reduced the advantage of 
using their facilities, so that the number of accepting banks 
gradually declined from about 500 in 1918-1921 to about 164 
in 1930. These banks were made up of 87 national, 48 state, 
10 private, 6 foreign, and 13 American agencies of foreign banks.’’ 

Acceptances for financing imports. Acceptances arising from 
imports originate in the request of an importer to his bank for a 
letter of credit. This letter, sent to the exporter in the foreign 
country, authorizes him to draw a draft on the bank, payable at 
such future time as is called for by the terms of sale. "Under such 
an acceptance, the issuing bank agrees to accept and pay the draft 
if properly drawn and accompanied by the bill of lading and other 
shipping documents showing that the goods have been shipped. 
"When the exporter draws a draft under the letter of credit, he 
either discounts it at his bank or delivers it to his bank for collec- 
tion. In either event, the draft is forwarded to an American 
correspondent of the foreign bank for presentment and accept- 
ance. The draft may then be discounted in the American money 
market or held until maturity for the benefit of the exporter oi 
his bank. The American accepting bank is thus lending its name 
to assist the American importer to purchase foreign goods on 
favorable credit terms. The importer may obtain the documents 
and possession of the goods either upon his own reputation or 
upon delivery to the bank of a trust receipt or other satisfactory 
security. 

Acceptances for financing exports. Acceptances ariang from 
exports resemble those arising from imports except that the re- 
quest for the letter of credit arises from the foreign buyer through 
his bank. The American exporter is thus permitted to draw a 
draft on ,the American hank issuing the letter of credit, to have 
the draft accepted, and to discount it in the money market. In 
this way the accepting bank is assisting the foreign buyer to 
purchase goods on favorable credit terms. 

Other uses for acceptances. Acceptances for financing do- 
mestic shipment and storage of goods directly assist the drawer 
of the accepted draft to obtain funds economically. Acceptances 
for financing the stw^e of goods in or the shipment of goods 
between fmeign e(wntries, have the result of giving foreign 


7 Ai^ericw^Awptaice . Coiiiicil, Facts and Figures Belating to the American 
Monep 7^ 
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businessmen access to the favorable rates of the American money 
market. Thus, for example, an Englishman wishing to sell goods 
on credit to a South American buyer might request that the 
South American arrange, through his bank, for the issuance of a 
letter of credit by a New York bank. If this is done, the English 
exporter ships the goods, draws a draft on the New York bank 
under the letter of credit, and discounts it with his bank. The 
English bank forwards the draft to the drawee bank for accept- 
ance, sells it in New York, and transfers the proceeds back to 
England through the foreign exchange market. The American 
accepting bank is thus enabling the South American importer to 
obtain credit in New York for his purchases. 

The use of acceptances for creating dollar exchange involves 
the drawing of time drafts by foreign banks on their American 
correspondents, which accept the same and have them discounted 
in the local money market. The proceeds are then credited to 
the account of the foreign bank in order to provide it with 
balances against which to draw dollar drafts for the benefit of 
customers who find it necessary to remit dollars in payment of 
debts to Americans. 

Importance of beinkers’ acceptances. Before 1929 the total 
import and export acceptances of American , banks amounted to 
about 50 per cent of the value of our foreign trade. In 1929 and 
1930 the low rates in the American money market were respon- 
sible for the fact that American acceptances financed 70 per cent 
of our foreign trade.® In 1935 acceptances financed only 24 per 
cent of our exports and 32 per cent of our imports.® The greatest 
gain in any one class of acceptances was in those arising out of 
the storage of goods in and shipments between foreign countries, 
which amounted to only $8,000,000 in April, 1925, but rose to 
$560,000,000 in December, 1930.^“ Since 1930 the volume of 
bankers’ acceptances has gradually declined. In April, 1941, the 
total outstanding was only $220,000,000, reflecting both the de- 
cline in domestic credit requirements based on goods in storage 
and the low ebb of foreign trade financed through the conven- 
tional channels. Of the limited amount of acceptances available, 
$105,000,000 were in the hands of the banks which accepted 
them, $66,000,000 were in the hands of other banks engaged in 
the acceptance business, while $49,000,000 were in the hands of 
other banks or investors. These acceptances were mainly drawn 


® American Acceptance Council, op. cit., p. 13. 

® New York Times, March 26, 1936. 

^0 American Acceptance Council, op. cit., p. 14. 
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to finance American imports and exports, with but 27 per cent 
of the total being drawn for other purposes. 

The use of bankers’ acceptances as a direct means of handling 
credit sales in foreign trade is of great assistance to the parties 
involved. The uncertainty of the credit standing of the importer 
desiring to purchase on credit makes it necessary in the majority 
of cases that the credit of a bank be substituted for that of the 
importer. As a result, not only is the hazard of credit extension 
reduced for the exporter, but the actual cost is reduced through 
the activity of the accepting bank, which is in a better position 
to judge the credit standing of the importer as well as to en- 
force obligations against him. Therefore, the interposition of 
the accepting banker decreases the cost of financing foreign trade. 

The advantage in the use of bankers’ acceptances for financ- 
ing domestic storage and shipments, and storage and shipments 
between foreign countries, lies not so much in the economies 
in the analysis and extension of credit as in the fact that the 
acceptances give the parties involved an opportimity to obtain 
credit on more favorable terms by providing access to better 
money markets than are otherwise available. For example, the 
domestic acceptance, based upon goods in ^ipment or storage, 
enables the drawer to obtain his funds at rates considerably lower 
than the ordinary customers’ rate, although the cost tends to 
correspond closely with the cost of borrowing in the open market 
on prime conunercial paper. The commission charged by the 
accepting bank and the dealer’s profit must be included in the 
cost. The banker’s commission amounts to about 1 or 1% per 
cent per annum on acceptances running for ninety days or longer, 
while the dealer’s profit is about Vg of 1 per cent per annum.“ 
Table 19 shows the relation of the bankers’ acceptance rates to 
commercial paper rates during a representative period. 

In contrast with the average rate of 3.3 per cent, which New 
York City banks charged customers in June, 1934, the. rate on 
90-day prime bankers’ acceptances was only % to % of 1 per 
cent. Thus, the borrower able to find acceptance credit could 
pay a commission of 1 per cent per annum, give the “dealer his 
profit, and still get his funds at a cost of less than half that of 
direct borrowing.^’* 


IX Federal Reserve Bank of Richmond, December, 1923, ‘^Bankers^ Acceptances,^* 
Letter Nd. p, 16; “Open Market Operations,” Letter No. 1^, p. 18. See also 
, Steiner, Wm. H., Money and Banking, 1933. 

Federal Reserve BvUetin, July, 1934, p. 457. For a good discussion of the 
I advantages of usmg bankers* acceptances to finance the domestic storage of goods, 
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TABLE 19 

Avbeaqb Dailt Rates for 90-dat Baxkees’ Acceptances and 90-OAy Prime 
C oMMEHcui Paper* 


year Acceptances Commercial Paper 

1919 4.33% 5.39% 

1920 5.98 7.04 

1921 5.44 6.62 

1922 3.50 4.42 

1923 4D9 4.97 

1924 2.96 3.90 

1925 328 3.92 

1926 3.61 427 

1927 3.45 4.07 

1928 4.10 4.86 

1929 5.03 5.74 

1930 2.46 3.45 


* As quoted by the American Acceptance Connell, op, cit., pp. 62-63. 


The accepting bank, in times when a brisk demand for loans 
prevents the accumulation of unused reserves, is willing to ac- 
commodate the businessman seeking acceptance credit. With- 
out any tying up of loanable funds, the bank is able to earn 
a commission through the loan of its name. A bank with 
$2,000,000 capital and surplus might maintain acceptance credit 
of $2,000,000 outstanding and thus earn from $20,000 to $25,000 
per year. However, this involves the expense of carr3dng on the 
business, including the risk of loss. The very narrow margin of 
profit, therefore, requires that the risk be kept at a* minimum by 
careful extension of credit on transactions that are actually self- 
liquidating at maturity. 

During times of surplus reserves and slack demand for loans, 
banks which might adequately provide accommodation to cus- 
tomers through straight loans are compelled by competition to 
give borrowers in a position to get acceptance credit the adyan- 
tage of the low rates. Frequently in such times, the bank dis- 
counts its own acceptances, which then become loans while held 
by the accepting bank. 


see W. Bandolph, The Reserve Banks and the Money Market, 1936, 

Chapter X. The advantage in the use of acceptance credit instead of borrowing 
at customer-loan rates has diminished with the decline in customer's rates. 
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THE VOLUME OF BANK CREDIT 

T he volume of bank credit may be measured by two sepa- 
rate standards. In actual practice, these two standards are 
frequently confused and used interchangeably.’^ One measure is 
the amount of loans and investments of banks. This represents 
the credit extended by the banks to all borrowers — ^industrial, 
governmental, and private — ^whether for long or for short term. 
The total loans and investments of the banking system corre- 
spond roughly with the total bank deposits. This must be so 
because the loans of any one bank are limited by the volume of 
its deposits, while for all banks combined, the deposits are to a 
large extent limited by and are the result of loans. Thus paradox 
will be considered later. 

A second standard for measuring the volume of bank credit is 
the amount of bank notes and deposits subject to cheek. It is 
obvious that this meaning of “bank credit” differs from the first. 
Here it refers to the volume of bank promises-to-pay-on-demand 
which are acceptable to the public and are being held by it in lieu 
of cash. In reality it represents the volume of demand credit 
extended to the banks by their demand depositors and note 
holders. Putting it in another way, it represents purchasing 
power held in the form of bank obligations. 

Each of these two definitions of bank credit has a special sig- 
nificance, The total loans and investments represent the volume 
of capital (measured in money) made available to borrowers 
throi^ the medium of banks. The volume of deposits subject 
to check measures the extent to which the commerical banks 
jtfe ©resting and fumidiing the community with substitutes for 
^ciei' Not only does each of jth^ concepts of bank credit have 
qJeeial -sigttifidance, bui they are also closely related to each other. 


tihis point, see Currie, Laucblin, “CreiKt in Con.. 
oj PeXHcMl Eeonom, 1933, Vol. 41, p.‘ S8, 
219 
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Of the total amount of deposits resulting from lending operations 
of banks, a certain proportion will become additions to the supply 
of demand deposit currency. 

Factors Determining the Volume of Bank Credit 

To understand clearly the factors which determine the volume 
of bank credit, we must examine the way in which it is built up. 
This requires the making of a number of assumptions. Let us 
suppose that: (1) banks find it necessary to carry cash reserves 
which equal 10 per cent of their demand deposits and 3 per cent 
of their time deposits; (2) the number of banks with proper 
capital and a reputation sufficiently good to command public 
confidence is adequate; (3) solvent borrowers are available in 
sufficient numbers to provide a demand for bank funds; and 
(4) the banks possess unused free reserves as the basis for more 
expansion. With the above assumptions in mind, let us trace 
the consequences of new bank loans. 

If a single bank is in possession of excess reserves, it will be able 
to lend an amount equal to this excess. For example, Bank A 
finds itself with $1,000,000 in excess reserves. It may lend 
$1,000,000, giving the borrowers either cash or the right to de- 
mand cash by increasing the balances on their checking accounts. 
If the borrowers take cash, the statement of the lending bank will 
show an increase in loans and a corresponding decrease in cash. 
If the proceeds are taken in additions to checking accounts, the 
statement wOI show an increase in deposit liabilities instead of a 
decrease in cash. This may best be illustrated by an assumed 


example. 

Before Lending 

BANK A 

After Lending Cash 

After Lending Deposits 

Assets: 

Assets : 

Assets : - 

Unused Reserve — 

Unused Reserve — 

Unused Reserve — 

$1,000,000 

None 

$1,000,000 

Loans~None 

Loans—Sl ,000,000 

Loans— $1 ,000, Ocio 

Liabilities: None 

Liabilities: None 

Liabilities : 


Demand deposits — 

$ 1 , 000,000 


Regardless of the form which the loan takes. Bank A will 
probably lose an amount of caA equal to the new loan. The 
borrowers will doubtless draw checks against new deposits created 
for them by the lending bank, so that for all practical purposes it 
makes little <iifference to the bank in which form the proceeds are 
taken. There has been some discussion among writers on bank- 



THE VOLUME OF BANK CREDIT 


221 


ing as to whether or not the lending bank might, in fact, be able 
to retain part of the deposits credited to borrowers by virtue of 
the rule, frequently used and discussed elsewhere, that borrowers 
must carry deposit balances which bear some relation to the 
amount of loans.* However, this discussion need not concern 
us here. We may assume, quite correctly for purposes of our 
analysis, that the bank may lend what it has in the way of excess 
reserve and will lose cash to the amount of the new loan.* 
Multiple expansion of bank credit on the basis of new re- 
serves. If the $1,000,000 excess reserve of the bank in our 
example consists of new cash not previously used in the banking 
system, it may be made the basis of an expansion of bank loans 
and deposits to some multiple of itself. This expansion process 
takes place as follows. The borrowed ca^, whether withdrawn 
from Bank A at the time of the loan or later through checks, is 
redeposited in other banks. Hence, as a result of the $1,000,000 
loan by Bank A, other banks in the community receive new 
deposits of a like amount. However, in the hands of these other 
banks, which we may call Banks B, the new deposits are 
mingled with the other existing deposits and become subject to 
the law of large numbers, so that a relatively small cash reserve 
(10 per cent, perhaps) will suffice to protect the bank. There- 
fore Banks B will have $1,000,000 in new deposits, requiring cash 
reserves of $100,000. This leaves Banks B with free cash or 
unused reserves of $900,000, which can be used as a basis for new 
loans of $900,000. These new loans will result, as before, in a 
loss of cadi equal to the amount of the loans and a corresponding 
expansion of deposits in other banks, which we shall call Banks C. 
This series of banks, after setting aside 10 per cent of their newly 
acquired cadi as reserve against their new deposits, will in turn 
find themselves in possession of unused cash reserves which en- 
able them to make new loans. Thus we see that, so loiig as 
borrowers -are available, new loans will be made and new depodts 
created until the original $1,000,000 in new reserves has been 
split up mto 10 per cent reserves behind a new $10,000,000 in 


2 For a discussioii of this quei^ioiij see Phillips, C. A., Bank Credit, New York, 
The Macroilla;!! Co., iSi20. For a later study, Angell, James W., and Ticek, 
Karel P., ^^[phe Expanaon of Bank Journal of Political Economy, 1933, 

pp. 1-^, 62-193. 

* Ally deposits which individual .banks create put of forced balances are inert 
and tmindportot frofh the toPdpoii^^of-Pfedit^'^i^nsion. <Becajusej<they require 
reserves, ^ey restrain' rather than increase the power of the banking system to 
create active deposit eurrency. 
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deposits.* If part of the new deposits are put into time deposit 
form by- the individuals who ultimately come into their owner- 
ship, the amount of cash reserves required will be less (3 per cent 
instead of 10 per cent), and the new cash reserves referred to 
above will support a larger volume of new loans and deposits. 

The above iUustration is perfectly accurate in its description of 
the theoretical aspect of the way bank credit is built up. The 
expansion process may and probably does in practice frequently 
take place in a somewhat different way. If all of the banks of 
the conamunity came into possession of new reserves at the same 
time, it is possible that all would find themselves simultaneously 
making new loans and creating new deposits at a rate approxi- 
mately proportional to the relative size of each bank. If this 
should happen, each bank would find itself gaining new deposits 
created by other banks at about the same rate that its own loans 
were tending to brmg a loss of cash. To the extent that this is 
true, no bank would experience a loss of cash, and the expansion 
of loans and deposits could continue for each bank until its 
reserve ratio had fallen to the conventional figure. Whether or 
not the banks of the community expand their loans and deposits 
*‘in step,” the principle of bank credit expansion is the same. 

Contraction in volume of bank cre^t. The opposite pro- 
cedure occurs when the supply of available bank reserves is 
reduced. Let us suppose that Bank A. suffers a decline in its 
supply of legal reserves as a result of the export of gold or a sale 
of government securities by the Federal reserve bank. Assuming 
that the bank is “loaned up,” and has no excess reserves, the loss 
of reserves requires that it take some action. It may, of course, 
borrow additional reserves at the reserve bank and thus avoid the 
immediate necessity of a reduction in credit. If, on the other 
hand, it decides to curtail its credit lines, the sequence of events 
will be the reverse of those of the expansion phase. Bank A can 
reduce its loans and investments by requiring its borrowers to 
repay their loans and by selling securities. But this process 
attracts an equivalent volume of cash away from the other banks 
in the banking system, for debtors will be unable to repay loans 
merely by relinquishing their claims (deposits) against Bank A 
alone. The repayment of loans to Bank A therefore must in- 
volve the sale of merchandise and securities to indiyiduals and 


^The same effect on deposits aiises from the purehas^ of sectiriti^ banks 
as from making of loans. 
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firms who are customers of other banks. Similarly, if Bank A 
sells securities to replenish its cash reserves, that process will 
attract cash from the reserves of other banks. The loss of cash 
reserves by these other banks, which we may call Banks B, 
requires them in turn to reduce their loans and investments by 
an amount roughly equal to their reserve losses. This in turn 
attracts cash reserves from yet other banks which we may call 
Banks C, in an ever-widening circle. With each reduction in 
loans and investments, deposits decline correspondingly. The 
progressive shrinkage of credit, therefore, must continue until the 
deposit structure of the banking system has fallen to the point 
where the reduced volume of reserves boars the appropriate rela- 
tion to deposits. Of course, if a bank or banks at any point in 
the process just described were to borrow new reserves at the 
reserve banks instead of reducing loans and investments, to that 
extent the shrinking of credit would be unnecessary. 

Checks on the Expansion of Bank Credit 

The maximum volume of bank loans and deposits which can be 
supported by a given cash reserve is subject to an additional 
limitation which has not yet been mentioned, arising out of the 
so-called “internal drain of cash into circulation.” This refers 
to the need for additional cash for hand-to-hand circulation, 
which appears with an expansion in the volume of bank credit. 
As bank loans expand and new deposits are created, the expand- 
ing volume of demand deposits may be accompanied by a growth 
in trade and production and some rise in the level of prices. 
Gradtially the uses fw hand-to-hand currency rise through the 
increase of botih payrolls and retail prices. When banks are 
free to shift their demand deposit obligations into the form of 
bank note currency, this demand for additional currency can be 
met without embarrassment. Where this riiift cannot easily be 
made, as fe the case in the United States, the currency for 
eirculation must be taken out of the links’ own carii reserves. 
Th«ref<»® &e ability of banks to expand credit on the basis of 
new reserves is eonsicierably limited. 

Tbe amffunt of internal drain of cash reserves into circulation: 
varies With diffecent conditions. Where deposits are utilized to 
haln(fl©i dealings in securities, i£i», expansion of deposits is accom- 
panied%y a more h^ljded demand for cuimicy in circulation than 
if''a»»Hicrea^;32r -d^thand d^porits were u^ized to support a 
doinmddity: prii^ expdnrien. Some idea of the reqwemente for 
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circulation may be obtained from Table 20, which shows the 
money held by the public and the deposits subject to check at the 
end of June for the years 1914 to 1934. 

TABLE 20 

Money in Cieculation and Deposits Subject to Checb:* 


(In Millions of Dollars) 


End 

Money Outside 


Deposits Subject 


0} 

of Banks 

Vault Cash 

to Check 

Ratio 

June 

(1) 


(3) 


1914 

1320 

1,639 

9,356 

.195 

1915 

1,862 

1,458 

9,263 

.201 

1916 

2,163 

1,486 

11,784 

.184 

1917 

2,564 

1,502 

13,021 

.197 

1918 

3,585 

897 

15,050 

.238 

1919 

3,879 

997 

17,697 

219 

1920 

4,391 

1,076 

18,656 

235 

1921 

3,964 

947 

17,270 

229 

1922. 

3,633 

830 

16,507 

220 

1923 

4,026 

797 

17,311 

232 

1924 

3,938 

912 

18,174 

217 

1925 

3,864 

951 

19,934 

.194 

1926 

3,890 

998 

20,178 

.193 

1927 

3,843 

1,008 

22,861 

.168 

1928 

3,909 

888 

23,356 

.167 

1929 

3,926 

820 

23,408 

.168 

1930 

3,656 

866 

22,661 

.161 

1931 

3,938 

884 

20,506 

.192 

1932 

4,904 

792 

16,124 

.304 

1933 

5,048 

676 

15,484 

226 

1934 

4,660 

714 

18,903 

247 


♦ Data taken, with permission, from Angell, James W., The Behavior of Money, 1936 
p. ITS. For other estimates of money in circulation and deposits Mibject to check, see 
Currie, Lauchlln, The Supply and Control of Money in the United States, 1934, 
Chapter III, and Deong, T. S., “An Estimate of the volume of Deposit Currency in 
the United States,” Journal of Political Economy, 1929, Vol. 37, p. 603, and “Money in 
Circulation,” Journal of Political Economy, 1930, Vol. pp. 184-187. 


Another factor limiting the expansion of bank credit is found 
in the “external drain” of specie out of the bank reserves of one 
country into those of the rest of the world. This occurs when the 
banks of a country on the gold standard expand their loans and 
deposits excessively. This drain of reserves 'from one country to 
other countries resembles the drain of reserves which an indi- 
vidual bank experiences when it expands its loans “out of step” 
with the rest of the banking system. Such an expansion, we 
have seen, results in a loss of cash for the bank to the extent that 
its loan expansion is not counterbalanced by loai} expansion by 
other banks. If the banks of any given country expand their 
loans and their demand deposits (including bank notes) at a rate 
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faster than that occurring abroad, there will result an increase in 
domestic prices of commodities and securities out of line with 
such prices abroad. This development tends to upset any exist- 
ing international equilibrium of trade and indebtedness, to de- 
velop an unfavorable balance of debt, and to induce an export of 
specie, which, again, must come out of bank reserves. 

Relation of time to demand deposits. The total volume of 
bank credit is intimately tied up with the volume of bank de- 
posits and note currency, since the extension of credit by the 
banks in the first instance normally gives rise to additions to 
demand deposits. The proportion of deposits resulting from 
bank loans which wiU ultimately lodge itself among the savings 
and time deposits of the banking system depends upon the 
current willingness and ability of the income receivers, through 
whose hands the newly created demand deposits ultimately flow, 
to accumulate savings in the form of time deposits. 

This tendency of savers to make time deposits rather than to 
invest in securities or real property affects the size of bank time 
deposits and the reserve requirements of the banks. It does not, 
however, seriously affect the volume of money substitutes avail- 
able in the form of demand deposits. A moment’s reflection 
reveals that this must be true. Let us take a siniple hypothetical 
example. Suppose a commercial bank with excess reserves 
makes a loan and credits the borrower with the proceeds on his 
checking account; this borrower draws checks against his newly 
acquired balance and spends it. For the sake of our analysis, 
assume that the borrower pays out one-half of his borrowed bank 
balance to a businessman who is a customer of another commer- 
cial bank and who promptly deposits checks received from the 
borrower in his own bank. His bank in turn demands cash from 
the original lending bank, and its denaand deposits therefore ex- 
perience a net increase by that amount at the expense of the first 
bank. 

Now let us assume that the original borrower pays the re- 
maining half of his borrowed funds to some individual who 
promptly deposits the whole sum in a savings bank. The sav- 
ings bank follows the usual procedure of presenting the deposited 
cheeks for payment an^ takes the cash. When the savings bank 
makes a loan or invests the newly acquired funds in securities, 
it is probable that the borrowied funds will be put into the hands 
of some individual or firm desiring to utilize them for current 
purposes. Otherwise they would not be borrowed. When this 
occurs, the funtfe borrowed from the savings bank wiU reappear 
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as demand deposits in commercial banks. In the end, the vol- 
ume of demand deposits will be approximately just as great as if 
no increase in time deposits had taken place. The only effect 
will be a slight reduction due to the necessity for setting aside a 
small cash reserve against the new time deposit, which renders 
the savings bank incapable of lending aU that it obtained in cash 
deposits. 

Any change in the desire of the public to hold time deposits 
instead of secmity investments, therefore, has some effect on the 
expansion power of the banking system. Other things being 
equal, an increase in the public’s desire for time deposits reduces 
the power of the banks to create and support demand deposits on ■ 
a given volume of reserves by requiring that part of the reserve 
be set aside against the new time deposits. 

There is, of course, the possibility that businessmen may be 
tempted to switch part of their demand deposits into time de- 
posits in order to earn interest. To the extent that they succeed 
in their attempt to eat their cake and have it too and are able to 
care for their usual business needs with a smaller volume of de- 
mand deposits, the shift of deposits from demand to time form 
would tend to be somewhat inflationary. It is unlikely that any 
very material change of this sort will occur under the existing 
rules governing the withdrawal of time deposits. 

D^nand deposit currency. Although it is true that the lend- 
ing operations of commercial and savings banks give rise to both 
time and demand deposits, special attention must be directed to- 
ward the latter, which constitute current purchasing power equiv- 
alent to money in the hands of the owner. The demand deposits 
subject to check and bank notes in circulation make up the bulk 
of the cash balances of individuals and firms of the United States. 
Under the present laws, gold itself, which is the monetary stand- 
ard of the country, cannot be obtained for circulation but must 
remain in the Treasury as the ultimate backing for our bank de- ’ 
posit and bank note currency. The volume of “bank money,” 
as it is sometimes referred to, is of vital importance in that its 
abundance or scarcity has some bearing upon the question of the 
general level of prices. Moreover, the fact , that- bank money 
makes up the bulk of our usable money presents a serious prob- 
lem in that its quantity is largely the result of, although it is by 
no means synonymous with, variations in die volume of bank 
loans and investments. 



THE VOLUME OF BANK CREDIT 


227 


Elasticity of the Supply of Bank Credit 

The problem of elasticity of bank credit must be examined 
from several angles. First, there is the question of elasticity 
from the standpoint of the lending power of the banks. The 
business community’s desire for bank credit is subject to change 
from time to time. For example, the business operations of the 
country experience decided seasonal swings. During the active 
season, borrowers desire more accommodation at the banks, while 
during the slack season, bank loans tend to be retired. Likewise, 
during cyclical upswings, businessmen are anxious to expand 
their capital holdings and resort to the banks for loans. Now, 
granting that such variations in business activity are a fact to 
be reckoned with, the banking system which functions smoothly 
is one which ca.i accommodate itself to these variations in the 
demand for loans without strain or embarrassment. In other* 
words, it possesses “elasticity.” 

A second aspect of bank credit elasticity has reference to the 
question of hand-to-hand currency. This is partly a question 
of the need for meeting the internal drain accompanying an ex- 
pansion of demand deposits as bank loans inaease; also, it in- 
volves the pronounced changing seasonal requirements for cur- 
rency in circulation. During seasons when business requiring 
currency is active, such demands rise. This is particularly true 
of the autumn seasonal expansion, which is augumented by the 
agricultural harvest and marketing operations and the Christmas 
hohday peak. This need for currency would present no diffi- 
culties that were different from those arising from the need for 
new bank loans if banks were able to convert their demand de- 
posit obligations into circulating notes at will. Since the ordi- 
nairy bank does not have this privilege, it must meet this demand 
for additional currency by paying out part of its cash reserve. 
This, naturally, is a painful process, since a dollar paid out into 
circulation reduces by that amount the lending ability of the 
bank making! the payment, and reduces by several times that 
amount the lendibg power of the vdiole banking system. It is 
not surinisii^, therefore, that the question of “elasticity” of the 
banking! system has %ured so prominently in discussions of 

i The imAlem ‘«f<»lasticify of bank credit seeans to have but one 
^n#embi!EhalfSe|utibn is fomid in the possession of unused 
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and the paying out of cash into circulation be obtained. Given 
an adequate supply of unused reserves, the banks can meet the 
demand for new loans and can pay out cash into circulation as 
needs arise. To be sure, the ability to issue notes freely would 
be more advantageous because the volume of unused reserves 
needed to provide elasticity would then be somewhat less. Elas- 
ticity, however, can be obtained without bank note issue. 

A third aspect of the problem of elasticity of bank credit should 
be considered here, even though a protracted discussion is not 
appropriate in this connection. The economic world is interested 
in the elasticity of bank credit and currency, because it affects 
not only the ability of businessmen to obtain accommodations 
but also the volume of deposits subject to check provided by the 
banking system. If one accepts the proposition that there is 
any relation between the voliune of money and the general level 
of prices, the volume of money acquires significance. Since the 
actual money consists mainly of bank notes and denaand deposits, 
the volume of bank deposit and note currency is therefore equally 
significant. In respect to the volume of such bank money, one 
may take the position that its volume should vary in such a way 
as to contribute stability to the economic world. 

A troublesome question arises in respect to the elasticity of 
bank credit during the up-and-down swings of the business cycle. 
For example, during the upswing of the cycle, both borrowers 
and bankers are inclined to expand the volume of bank credit at 
a rate which leads to price inflation and overexpansion in invest- 
ment. On the other hand, during depressions the opposite result 
appears. Credit shrinkage at such times tends to accentuate the 
fall in prices and the decline in business activity. This tendency 
of bank credit to overexpand on the upswing and to overcontract 
on the downswing of business is sometimes referred to as the 
“perverse elasticity” of the banking system. 

The standard for determining the correct volume of bank 
credit is not easy to establish. Shall it be a stable level of prices 
in the short run or in the long run? .If price stability is wanted, 
what price level shall be singled out for stabilization? Or is 
there some other standard? Once the standard has been de- 
termined, is there any practicable-method for bringing it about? 
The answers to some of these questions must be postponed until 
our later study of monetary theory. The problem of setting up 
the machinery for control of the volume of bank demand deposit 
credit will be considered later in connection with the Federal Ee- 
serve System. , - • , . 
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The Relation of Centred Banks to the Expansion of Bank Credit 

Perhaps the outstanding distinction between a central bank 
and other banks lies in the fact that the central bank assumes the 
responsibility, through either law or custom, of providing the 
banking system with the unused reserves necessary to a smooth 
and satisfactory functioning of the whole system. This carrying 
of unused reserves by the central bank is made possible by some 
curbing of the profit motive. This curb may arise merely from 
custom and recognition of public responsibility on the part of 
the directors of the central bank, as in the case of the Bank of 
England, or it may be provided in the form of governmental 
representation in the management and a limit on the dividends 
which can be paid by the central bank on its stock, as in the case 
of the Federal reserve banks. 

The absence of the profit motive as a determining factor in 
central bank management is necessary if such a bank is to be free 
from the pressure felt by the managers of private banks. Private 
bankers seek to maintain their loans and investments at the 
maximum consistent with the safety of the individual institution. 
Such an attitude is inconsistent with the carrying of unused 
reserves. A central bank has the duty of maintaining its re- 
serves of standard money in an amount considerably above the 
minimum required by law or necessity. This being the case, it 
is always ready and able to furnidi other banks with cash by 
making them loans or by bu3dng (rediscounting) part of their 
assets. It has become the habit for other banks to carry their 
cash reserves in the form of obligations of the central bank. For 
example, in the United States the legal reserves of member banks 
consist of deposits with the Federal reserve banks, while in 
England the reserves of the ordinary banks are mainly in the 
form of deposits with the Bank of England. In the case of both 
the English and the American “member banks,” till money con- 
sists to a large extent of notes of the central bank. 

The advantage of this arrangement of the cadi reserves of 
banks being carried in the form of obligations of the central bank 
is that the cash resources of central banks are thus augmented. 
New specie coming into the country finds its way into the reserves 
of the central bmk. When banks resort to the central bank for 
loans to increase their cash reserves, the central bank may create 
additions to its obligations in the form of deposits or notes. 
IChus it is po^ble for the central bank to increase the reserves of 
tile ptiier banks tb a mudi greater egEterffr than' would be posdble 
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if the borrowing banks were unable or unwilling to take central 
bank obligations in place of specie. If the central bank were 
compelled to make its advances to other banks in specie, each 
dollar of funds advanced would reduce its cash resources by the 
full amount. However, if it makes its advances in the form of 
notes or deposits credited to the borrowing or rediscounting bank, 
the cash holdings of the central bank are unaffected. For ex- 
ample, the Federal reserve banks are now required to carry re- 
serves in gold certificates equal to at least 25 per cent of each 
dollar of deposits and Federal reserve notes. Thus, if the Federal 
reserve bank should lend $1,000,000 to a member bank and pay 
out actual standard money, its cash reserves would be reduced 
by the full amount. But if the member bank received the pro- 
ceeds in the form of credits on its reserve account deposited 
with the Federal reserve bank, the process would tie up only 
25 per cent of the $1,000,000 or $250,000. Similarly if the 
member bank received Federal reserve notes, $250,000 in gold 
certificates would be tied up. Thus the lending power of the 
central bank and its power to provide elasticity is expanded 
four times by the practice of pa 3 dng out central bank obligations 
instead of cash. In addition, the cash of the reserve banks is 
vastly expanded by the practice of poohng the cash holdings 
of the memb®- banks as deposits of legal reserves with the 
Federal reserve bank. 

A serious question may be raised as to the real advantage of 
having a S 3 rstem pc»sesring such a high degree of elasticity. To 
the extent that it facilitates the smooth working operations of the 
banking system, it is beneficial. To the extent that it permits 
the building up of a psnramid of deposit currency which is in- 
herently unstable and subject to corresponding shrinkage in case 
of loss of part of the gold base, its advantages may be questioned. 
It also invites, in times of adequate reserve, an expanrion of 
credit and speculative rising prices. 

Reserve ratios and the volume of bank credit^ Earlier in the 
chapter we made certain assumptions preliminary to analyzing 
the way in which bank credit is (seated by the banking system. 
One of our assumptions had to' do with the ratio of cash re- 
serves to deposit liabilities. Our analysis was made on the rather 
simple assumption that reserves against time deposits were 3 per 
cent and against demand depcjsits 10 per cent. 

; This assumption was not far from the fsmts for. meinbCp baiAs 
before the increases in legal res«ve Tequiremefit® beginning in 
August, 1936. The 7, 10, and 13 per cent r^erve requirkhents 
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against the demand deposits of members averaged about 10 per 
cent for all the demand deposits. However, one qualification 
must be made. The assumed percentage reserves constitute only 
the legal reserves for member banks. In addition, the banks 
must carry cash for till money, which should be added to the legal 
reserve requirement. Finally, banks normally carry deposits in 
other banks as part of their working reserves. One may properly 
count the carrying of interbank bankers’ balances as one of the 
necessary costs of bank credit, using this term in the sense of total 
deposits exclusive of bankers’ balances. Such bankers’ balances 
cause an increase in the reserve requirements for the banking 
system because, although they are deducted from demand de- 
posits in finding the base for calculating legal reserve require- 
ments of the depositing banks, they require somewhat higher 
reserves in the big city depositary banks. The cash reserves 
behind the deposits of member banks other than bankers’ 
balances thus consist of: (1) the legally required reserves; 
(2) the tin money cash which banks find necessary; and (3) the 
legal reserves required to support bankers’ balances or inter- 
bank deposits. 

The volume of interbank deposits carried by the banking 
system bears no rigidly fixed relation to the volume of other 
deposits. In times of slack local demand, country banks have, 
in the past, tended to deposit their excess funds with large dty 
banks to obtain the interest offered by the city banks. This 
movement of funds from the country banks to city banks in- 
creased the volume of bankers’ balances ag^st which reserves 
had to be carried. During times of active local demand for loans, 
country balances with city banks were reduced to the minimum 
required for working reserves, with a consequent reduction in the 
volume of reserves required to support bankers’ balances. The 
prohibition of the payment of interest on demand deposits under 
the Banking Act of 1933 was expected to reduce this variation in 
the volume of bankers’ balances, but country banks still continue 
to deposit excess funds with their city correspondents. Even in 
the days of fluctuating bankers’ balances, a residual amount of 
such interbsmk deposits was normally m aintained,- and the higher 
legal reserve requirraamts against ^em constituted part of the 
reserve costs of maintaining structure of bank deposits. 

. , . , Mp&na^ic jgjjects of Commetpcti BanJes 

= Bank setedit siifiply of capital. The deposits of sav- 

banks- the current capital accumulations of one 
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particular form of saver. A person with income in excess of his 
spending deposits his excess funds in a savings bank, thus com- 
mitting part of his cirrrent income to the benevolent hands of the 
bank. The bank gives the depositor a savings deposit, with all 
the perquisites thereof, and taies possession of the “saved” part 
of his income, which is turned over to some borrower. If the 
funds are wanted for productive purposes, the borrower spends 
them for capital goods. Thus there is diverted from the produc- 
tion of consumption goods to the production of capital goods part 
of the current productive labor of the community. 

There are only two essential differences between this process 
of saving through the savings bank and a more direct form of 
investment such as the purchase of bonds. When it is done 
through the savings bank, a residuum in the form of a savings 
deposit remains. This adds to the total volume of bank deposits, 
since the saved funds deposited in the savings bank reappear 
again in the hands of some commercial bank as a demand deposit. 
In the case of direct investment, there is no net addition to the 
bank deposit structure. The demand deposit of the investor is 
merely exchanged for the securities bought from the borrower 
seeking capital. The second difference is that the new deposits 
growing out of this form of saving through the savings bank 
require cash reserves, and hence influence the volume of bank 
credit that can be created on a given volume of standard money 
reserves. We may properly conclude, therefore, that the expan- 
sion of savings bank deposits represents the expansion of savings 
in the manner of any other form of savings and investment. 

An interesting question arises in connection with the expansion 
in the deposits of commercial banks. We know that at certain 
times, particularly during periods of prosperity, commercial bank 
credit in the form of deposits subject to check expands rather 
rapidly. Furthermore, the coimtry usually experiences a long- 
run growth of its demand deposits. What are the consequences 
of this expansion? We have already examined the relation of the 
commercial bank and its demand deposits to the mobility of 
working capital. At any given time the demand depositors are 
holding the promises of banks to pay cash in lieu of cash itself or 
capital goods, and the borrowers, as a class, are enabled to obtain 
possession of capital goods by virtue of their ability to trade their 
borrowed deposits for goods. 

Forced saving. What is the effect on the supply of capital 
goods of an expansion in the loans and deposits of commercial 
banks? One must notice this distinction between the expansion 
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of the loans and deposits of commercial banks and those of 
savings banks. Capital accumulation through deposits of the 
savings banks must wait upon the willingness of the saver to set 
aside part of his income. However, capital accumulation through 
the expansion in deposits of commercial banks seems not to await 
the pleasure of the saver in the ordinary sense of the word. 
Rather, if the commercial banks find themselves with excess re- 
serves and anxious borrowers, they make loans and create new 
deposits which are not of the innocent savings bank variety but 
full-grown, virile, readily acceptable money substitutes or bank 
money in the form of demand deposits. Thus the effect of the 
expansion of commercial bank credit differs from that of the 
growth of savings deposits. 

How does this expansion affect the formation of capital? Let 
us suppose that the banks expand their loans and demand de- 
posits by $1,000,000. The borrowers come into possession of that 
amount of new purchasing power which did not previously exist, 
and which they promptly spend in the market for, let us say, 
capital goods. The sellers of these goods accept in return the 
newly created demand deposits in the banks as the equivalent of 
casn. It is hardly proper to speak of these sellers who exchanged 
their goods for the new demand deposits as being new savers of 
capital, for they would probably have sold their goods anyway. 
(We may disregard the possibility that they may part with more 
goods than is customary with them because of a slightly higher 
price.) Is there, then, any actual increase in the supply of 
aapitid goods resulting from this credit expansion? The answer 
is to be found in the effect of this new supply of borrowed bank 
deposit purchasing power upon all other persons whose pur- 
diasing power reanained unchanged. Unless industrial output is 
increasing, the spending of the new deposits' by the borrowers 
must ineyilably. result in the forcing up of prices of the things 
bought. Only thus can the borrowers succeed in buying goods 
which would otherwise have been bought by someone else. 

iNow, if the new deposits are thrown into the market and prices 
are forced up, and if the supply of the thing wanted should be so 
ilaelaiBitie that no new supply is available regardless of the price, 
the net effect of the borrowing would be to enable the new 
bara:owtofe-s|Joi*isrsito rsraest payt of the existing supply of capital 
gO0^i&O5cpi#t«^ wtetrould’ otherwise have bmi the purchasers. 
ObwbnBly,3fueh>'^fresiait! would have no‘ effect on the supply of- 
iBtl nflsanaJ^^ /there is gsome elastidty in the supply 
ofefMyt j EMs# f labwr t imd: tmiaterials are div^ted. 
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from the making of other capital goods by the superior return 
to be had in the industry feeling the impact of the new borrowers* 
demand, or they may be diverted from the making of consump- 
tion goods. Only in the latter ease does real saving appear. 
Since the factors of production for making consumption goods 
(particularly labor) coincide to a considerable extent with those 
required for making capital goods, any pronounced expansion in 
purchasing power released into the community through commer- 
cial bank loans and deposits is almost certain to result in some 
substantial diversion of effort from the making of consumption 
goods into the making of capital goods. It is quite possible, 
however, that the new purchasing power will be spent to employ 
labor, resources, and capital that have hitherto been idle for one 
reason or another. To the extent that this is so, new capital is 
created in place of what would be mere idle time. It would not 
be amiss to point out the fact that the same argument regarding 
the effects of new purchasing power expended applies to any 
i increase in the velocity of the circulation of money and deposits 
already in existence and to the expansion of money by the 
government. 

I When bank credit expands at a time when industrial output 
is expanding, the results are somewhat different. Borrowers, 
spending their newly acquired funds, cause an expansion in the 
.yolume of production out of which the needed additions to the 
supply of capital can be obtained. In a sense, the capital thus 
obt^ed is the result of what would otherwise have been idle 
time, for without the expansion in bank credit the volume of 
production might not have materialized. In such a case, the 
"saving” is accomplished by the aggregate of individuals who 
absorb the increased quantity of money into their money 
balances. 

Advantages of bank deposit and note currency ^bstitutes for 
specie. The use of substitutes for specie in the form of paper 
money and checking accounts is ordinarily assumed to contain 
some social advantage. Such a phrase as “economizing the use 
of ^cie” is commonly used as evidence of such advantage. Just 
what such expresdons actually mean, however, is not apparent 
from a superficial glance. 

To maintain its price level in equilibrium with that of the rest 
of the world already using specie aibstitutes, a country without 
eutetitutes for ^jecie wouM require more spme peijiun^f pf 
economic transactions than would its nei^boDcs. If it w’®re<to 
introduce the use of specie substitutes in 'tire fonn;'of bank 
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currency, the immediate effect would be a tendency toward in- 
creased domestic prices, an unfavorable balance of international 
indebtedness, and eventually a loss of specie to foreign countries 
until a new international price equilibrium was again established. 
In the meantime, the country introducing bank currency would 
have traded its nonproductive specie for imports of supposedly 
useful goods. We may conclude that for any single country there 
is an advantage in using bank cmrency, since to do so enables 
that country to trade part of its specie for other goods. But, for 
the world as a whole, is there any general advantage arising out 
of the use of bank currency? In the end, is not the only change 
to be found in the fact that the world is able to enjoy a higher 
price level than if it limited itself to specie currency? It is a 
well-known economic principle that the particular price level, if 
stable, is not the important thing. ' It is the change from one 
to another that causes trouble. Is there, then, any advantage 
which accrues to the world out of the use of bank currency? The 
answer is “yes.” In fact, there are two sources of economic gain 
arising from the use of specie substitutes. First, the higher price 
level made possible by specie substitutes tends to divert labor and 
capital away from the relatively futile occupation of dicing gold 
out of the ground and piling it up in the monetary systems. 
Second, the higher 1)rice level has the effect of increasing the 
proportion of gold actually mined which goes into industrial uses. 
Thus, in the en^, the advantage to the world of “economizing in 
the use of specie” amounts to this: that less effort is expended 
in mining gold, and more of what is mined finds its way into 
industrial uses.' 

A more doubtful advantage of bank credit currency can be 
found in the fact that, in periods when the volume is expanding, 
a measure of “forced saving” takes place. This is e^ecially 
convenient as a means whereby ^governments of countries at 
war are able to wrest supplies frond the unsuspecting people 
with a minimum of immediate inconvenience and complaint. 
Of course, this advantage does not rest exclusively with bank 
cic^t; for it is equally available through the direct issue of gov- 
ernment paper money. In addition to the convenience afforded 
goVerhinents at war, the ‘expanaon possibilities of bank credit 
dthing the prospmty jteiiod of the business cycle facilitates the 
delightful illusion which characterizes boom periods. 

_ Ppr & (Jeyelc^ment of point, see .Afints, L. **Tlie Elasticity of Bank 
of FoUUcat ^Mcdnomy, k^gtst, 
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THE EARLY BANKING SYSTEM 
OF THE UNITED STATES 

Source of banking institutions. Economic institutions, in 
wMch category the banking system may be included, have their 
roots far back in the experiences of the past. They develop 
gradually out of the trial-and-error practices of economic society, 
but are constantly being modified by social pressure for reform 
or control. It follows, therefore, that a clear view of an existing 
institution can best be gained through some historical perspec- 
tive. For this reason we approach the present banking system 
of our country by a brief study of past developments. In this 
way the significance of many of the features, of the present bank- 
ing structure are revealed. 

Banking Before the Civil War 

Ptobtem of incorporation. There was considerable dispute 
in the fifty years preceding the Civil War as to the propriety of 
confining banking privileges to incorporated banking firms. In 
general, banks of depofjit were permitted to operate privately, 
while banks with the right to issue notes were required to in- 
corporate, although private banks frequently issued notes in spite 
of the efforts of the law and the incorporated banks to prevent 
them from doing so. 

Advantages of note issue. BefOTe the Civil War, bank notes 
fumi^ed the major part of the nongrecie currency of the 
country. Outside the cities particularly ^is was the case. The 
use of diecks drawn against demand deports is feasible only 
wh® individuals using them have confidence in the ^edit stapd;>. 
ing and honesty of each othes: and when facilities are^veillatdo ty 
accomplish prompt presentment. Naturally, at a time when 
fean^rtation and communication were but poorly devSoped, 
the use of engraved no^ of l^nks ptyable ty the beajref 
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superior in most cases to the use of cheeks. The relatively great 
indportance of bank notes is well illustrated by the reported 
condition of 11 New York City and 11 country banks in 1829.^ 


Cash & 

Loans and Due from 

Discounts Capital Notes Deposits Banks 

City bajiks $16,702,467 $11,252,160 $3,528,623 $4,448,088 $2,970,078 

Countiy banks 6,185,520 2,906,413 3,137,510 1,042,865 1,127,124 


It is not surprising, therefore, that the banking legislation of the 
times placed a good deal of emphasis upon regulation of the 
note-issuing powers. 

Evils of bank note currency. The characteristic of bank notes 
which makes them adaptable to the economic circumstances of 
pioneer societies is also a source of weakness, as the experiences 
of the early banks indicate. Bank notes could be issued in the 
absence of any effective means for presentment and redemption, 
since they bore the appearance of money itself. It followed, 
therefore, that notes sometimes remained in circulation, and only 
sporadic attempts were made to redeem them. This fact opened 
the way to abuses. A bank which was able to keep a large 
volume of its notes in circulation could expand its loans by this 
amount. Indeed, some bankers even exchanged bank notes fcr 
property. Under such circumstances it was easy for banks to 
issue an excessive quantity of notes which could not be redeemed 
in specie if occasion demanded. The banker, luUed into repose 
by his success in avoiding redemption, often maintained an en- 
tirely inadequate specie reserve, i^irther, there was a strong 
temptation to issue bank notes gainst purely speculative ven- 
tmes, thus feeding the fires of speculative fevers and causing 
subsequent collapse and disaster. 

Bestrictions on note issues were lax and were usually made in 
terms of some proportion of the bank’s capital stock. This was 
often meaningless, because capital stock was normally not paid 
for in specie. It was almc«t a rule that stockholders should be 
allowed^ directly or indirectly, to pay for their stock with their 
own promissory notes. The notes of the less reliable organizers 
of banks were startlingly elastic an,d' valueless, so that the foun- 
dation for bank note.i^es was often precarious from the start.® 

The bahk'not^ df the tim^ provided an unsatisfactory cur- 

‘ f Bfflbert' E;; ^ety Fund Bankktg Sy^m, New York SMe, 

N; M. C.,, 1910, pp. 239-240. 

2 33ew^, Davis E^, &tate Banking Before the Civil War, N. M. 19MI 
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rency in many ways. Redemption was made difficult by the fact 
that banks were dehberately set up in remote and inaccessible 
places, far from the centers of trade. The notes were then loaned 
by agents in other districts. In the West such banks earned the 
title of “wildcat banks,” because of the penchant of their organ- 
izers to locate deep in the woods, out of reach of such disagreeable 
persons as brokers and agents of other banks who were bent upon 
presentment of bank notes for specie. Not only were banWs 
prone to set up their banks in inaccessible places, but they also 
put many obstacles in the way of pajrment to persistent col- 
lectors who actually discovered the den of the “wildcatter.” A 
favorite practice was to pay out small change, a process mak- 
ing for prolonged periods of delay and embarrassing trans- 
portation problems. Moreover, public sentiment favored the 
bankers by condoning the ingenious practices developed to avoid 
redemption.® 

Evil effects of unregulated note issue. The effects of these 
conditions on the business affairs are well described in the follow- 
ing quotation from Whitney’s The Suffolk Bank: * 

* 

The business man of today knows little by experience of the inconvenience 
and loss suffered by the merchant of sixty years ago arising from the currency 
in which debts were then paid. . , , The merchant of 1818, receiving pay- 
ment in bank-notes, assorted them into two parcels, current and uncurrent. 
In the first he placed the notes issued by the solvent banks of his own city, 
in the other the bills of afi other banks. Upon these latter there was a dis- 
count, varying in amount according to the location and the credit of the bank 
issuing them. How great the discount was he could learn only by consulting 
the "Bank Note Reporter,” or by inquiring at the nearest exchange office; 
and he could avail himself of them only by selling them to a dealer in un- 
current money. He could neither deposit them nor use them in payment 
of his notes at a bank. The discount on them varied from one per cent 
upward, according to the distance the bills had to be sent for redemption and 
financial standing of the bank by which they were issued. Many banks were 
established in remote places mainly for the purpose of making a profit on 
circulation. The more distant they were from the business centers, the more 
expensive it was to send their bills home for redemption, and the more difficult 
it was for the general public to know their true financial condition. , . . 

Experience of Boston banks. Not only were businessmen in 
general subjected to the troubles of an uncertain currency, but 
individual banks, like the Boston banks, suffered from a form of 
unfair competition. The situation was such that they found it 
difficult to maintain their notes in circulation in the face of the 

SJM., p. 74 

^ As quoted by Root, L. Carroll, in Bmmd Currency, June 1, 1895, p. 276. 
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flood of bank notes put out by banks in surrounding areas. In 
those days the lending power, and therefore the profits of a bank, 
were influenced to as great an extent by the bank’s ability to keep 
its notes in circulation as by the size of its deposits. The pre- 
dicament of the Boston banks is seen in the fact that: 

... the notes of the banks in New York and all the New England States 
— ^many of them of doubtful solvency— were spread broadcast over the country 
and found ready acceptance even at Boston, where they almost monopolized 
the field. Scarcely a dollar of Boston paper could be seen. The reason was 
not far to seek. The notes of foreign banks, so long as they were known to 
be solvent, passed readily from hand to hand in ordinary business trans- 
actions, but at the banks they were not accepted. Persons having payments 
to make at the bank therefore found it advisable to lay aside any notes of 
Boston banks^ which might come into their hands, as such notes and specie 
were the only forms of currency accepted at par by the banks, while foreign 
notes which were readily accepted in business were paid out again and thus 
kept in circulation. The ordinary method of procedure when the holder of 
any of these foreign bills wished either to make a payment at a bank or to 
procure specie was to exchange them at a discount with some one in Boston 
who would give him Boston money, instead of sending them to the issuing 
banks for redemption in specie. . . . 

A committee of the directors of the Suffolk Bank, April 10, 1824, laying 
before the other banks of Boston their plans for checking the enormous issues 
of the country banks, especially those of Maine, called attention to the fact 
that the 11 banks of Boston possessed a capital of $11,150,000 out of a total 
for all New England of less than $20,0CK),00O; yet the country banks furnished 
$7,500,000 of the circulating medium, while the banks of the city with a capital 
more than equal to all the rest, kept in what might be fairly termed permanent 
circulation, only $300,000.® 

Action of the New England Bank. The inconvenience to 
business had been somewhat reduced by the action of the New 
England Bank, which in 1813 began to accept bank notes on 
deposit at such discount as actually equalled the cost of sending 
the notes home for redemption. This had the effect of reducing 
the discount on ^fforeign” notes to some reasonable and regular 
proportion. It did not abolish the discount altogether, and the 
disadvantage which the Boston banks suffered remained. It was 
not until 1825 that the now famous Suffolk Bank System insti- 
tuted a “par collection system” for bank notes and abolished the 
discount on foreign bank notes. 

The Suffolk Bank. The Suffolk Bank of Boston agreed to act 
as a collection agency for the other six banks of the city. It 
received notes on 6iife^of-town banks, originally at a slight dis- 
cidutit but later at^ par. In turn it made arrangenients with the 

«ibwi., pp. 277-279. 
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other New England banks to redeem their notes in Boston, pro- 
vided such banks maintained a deposit of $2,000 or more, free of 
interest, in addition to the amount required to redeem the notes. 
In return for this the banks maintaining deposits with the Suffolk 
Bank were allowed to deposit, at par for credit, on the day follow- 
ing their receipt, all notes of any New England bank of good 
standing. A bank which refused to join the system found its 
notes presented for collection at the bank itself in the same 
manner as the Federal reserve banks presented checks on non- 
par banks during the “par collection controversy.” The results 
were favorable. The majority of the banks found it expedient 
to co-operate. Within six months’ time, the circulation of 
Massachusetts banks outside of Boston decreased $382,371, and 
that of the Maine banks decreased $336,819. The circulation of 
the Boston banks, in the meantime, increased $283,497.® Thus 
New England was possessed of a high-grade currency acceptable 
at pax and subject to the cheek of continuous redemption. 

Need for regular presentment The effect of regular present- 
ment for redemption should be emphasized. Under such circum- 
stances it is impossible for any individual bank to make more 
loans, create deposits, and issue notes at a rate faster than that ait 
which all banks are expanding, unless that bank is prepared to 
withstand a drain of cash through redemption equal to the new 
loans made. It is necessary, therefore, that each bank carefully 
watch its specie reserve and avoid too rapid loan expansion. 
Such a situation is an invitation to the cautious and conservative 
loan policies which are so necessary for a sound banking sj^tem. 

The First Bank of the United States. Even a brief discussion 
of early banking history of the United States cannot omit refer- 
ence to the two banks of this period which were chartered by the 
Federal Government. The First Bank of the United States was 
established in 1791, with its main office in Philadelphia and 
branches in New York, Boston, Baltimore, Wadiington, Norfolk, 
Charleston, Savannah, and New Orleans. It issued a limited 
volume of bank notes, acted as fiscal agent for the government, 
and served to restrain excessive note issue of state banks, which 
were becoming numerous, by forcing them to redeem their notes 
in specie. This it could do by rejecting notes which were not 
convertible and by making such notes nonaceeptable by the 
'fteasury, for which the Bank was fiscal agent. Unfortunately, 
upon the expiration of its charter in 1811, thq friends of the 
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were unable to overcome the political opposition of those who 
feared the growth of money monopoly and the extension of the 
power of the central government. Much was made of the fact 
that British capitalists owned over two-thirds of its capital. 
This argument was particularly telling in view of the strained 
diplomatic relations then existing with England. The charter 
was not renewed, and the only uniform, sound bank note currency 
capable of wide circulation in the country at that time was lost, 
along with a powerful and effective aid to government financial 
operations. The, country was left to face the financing of the 
War of 1812 with only the unreliable state-chartered banks to 
support it. 

The number of state banks increased from 88 to 208 in the four 
years from 1811 to 1815, while their note issues increased from 
$23,000,000 to $110,000,000. In 1814 most of the banks outside 
New England suspended aU pretense of redemption of notes in 
specie, and the currency system of the country was badly de- 
moralized. It was the opinion of Secretary Gallatin that much 
of this could have been avoided had the First Bank of the United 
States continued .to function.^ The suspension of specie pay- 
ments by the state banks sadly embarrassed the government, 
which was unable to transfer what funds it possessed in the form 
of bank deposits from one district to another to meet varying 
needs.® 

The Second Bank of the United States. The chaotic con- 
dition of the banking system led many to favor a new bank, 
to the First Bank of the United States, and on April 10, 
1816, a bill w^ approved by President Madison granting a 
charter for the Second Bank of the United States. During its 
first two years the Bank was the victim of misman^ement, but 
beginning with 1819, under the new and conservative .mans^e- 
ment of Mr. Langdon Cheves, it assumed its place as an effective, 
oon^rvative bank and fiscal agent for Ihe government. Through 
its branches it forced specie redemption dpon the state hanks. 
Bank notes deposited with it by custon^ or received from the 
Treasury as- governmental ^venu^ Were presented for redemp- 
tibh. Bahik which retfused ^^ r^be their notes found them 
^jeoted^i^d' i|i#i^^^^fo"|br ,^Jjnent6 to the Treasury. 

I acticm, pressure upon atate banka 

ho f thj^ ^ provoked the hatred of banks of 

the West Soath^ 'lyhieh had been the worst off^deis against 

vj.. i kU. > L; . . ' ; 

^ A. Battpb, A History of Cwrrency m the United States, 1915, p. 90. 

and 1^, p. ^2. 
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sound banking. Depression brought distress to debtors, who 
were easily persuaded that the Second Bank of the United States 
was causing all their troubles by curbing the activities of the state 
banks. When the time of the expiration of the old charter 
arrived, the Bank was embroiled in a political quarrel with 
President Jackson, and a renewal of its charter by the Federal 
Government became impossible. The Bank therefore disposed 
of its branches, obtained a charter from the state of Pennsylvania 
in February, 1836, and for some time continued to operate. 
After difficulties in the panic of 1837 it finally closed in 1841.® 

The Safety Fund System of New York. Another early 
attempt to improve banl^g conditions took the form of a mutual 
guaranty fund out of which creditors of failed banks were to 
be paid. The state of New York adopted the “Safety Fund 
System” in 1829. Between that year and 1839 new charters were 
granted to 93 banks under the Safety Fund law. These banks 
were chartered by a special act of the legislature but were re- 
quired to conform to the law as a prerequisite to obtaining a 
charter. 

Each bank which obtained a charter was required to contribute 
annually to the fund H per cent of its paid-up capital until it had 
paid in an amount equal to 3 per cent of its capital. After the 
assets of failed banks had been liquidated, any deficiency owed to 
the banks’ creditors was to be paid out of the fund. As the fund 
became depleted, further assessments of the same nature were to 
be made. 

Contributions to the fund were first made in 1831. In 1841-42 eleven of 
the safety-fund banks failed with an aggregate capital of $3,150,000. The 
sum which had been paid into the fund by these banks was but $86,274, while 
the amount required for the redemption of their circulation was $1,548,688 
and for the payment of nla-ima of their other creditors $1,010,375, making a 
total of $2,558,933. According to the report of the State comptroller made 
in 1849, the whole amount contributed to the fund down to ^ptember 30, 
1848, was but $1,876,063; and even if full payments as required by law had 
been made by all the banks orgamzed under the system, the fund would still 
have been ins uffici ent to pay the deficiency occasioned by tie insolvency of 
these eleven banks. This deficiency was sul»equently provided for by the 
issue of a 6 per cent stock by the State, to be re-imbursed largely by new 
contributions from the banks. During the year 1842 the act was so amended 
that the safety-fund became a security only for the notes in circulation and 
not for the other debts of the new banks; such banks were still required to 
obtain special darters, as before the passage of the act. Another feature 
of the system was the appointment of three bank commfesiQners to supervise 
and inspect the several banks, and report -the result of their investigations to 


» White, op. dt., pp. 277-313. 
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tte legislature annually. It was supposed that in a commission consisting of 
three persons each would be a check upon the others. To effect this purpose, 
the governor and senate were to appoint one commissioner, the banks in the 
southern portion of the State another, and the remaining banks a third.^o 

By a change in the state constitution in 1846, the noteholders 
not only were made prior claimants against the fund but also 
were given prior claim against the assets of failed banks. The 
preference shown noteholders at this time has continued down 
to the present day. In all banking legislation in the United 
States noteholders are given special consideration. This was true 
of the national banking system when national bank notes were 
being issued, and it is still true of Federal reserve note issues. 
The reasons generally given for granting preference to note- 
holding creditors over deposit-owning creditors of banks are: 
(1) Bank note holders are involuntary creditors, since they re- 
ceive bank notes of all kinds in the ordinary course of trade, with 
little opportunity to reject the unsound notes. Depositors, on 
the other hand, may choose their bank. (2) Noteholders are 
usually working people, of the poorer classes, who are less able 
to bear losses due to bank failures than the more well-to-do 
classes who carry bank deposits. 

The Safety Fund System suffered from the fact that contrib- 
uting banks paid in proportion to their capital rather than to 
their notes. Nevertheless, it achieved a remarkable success in 
protecting the noteholders against ultimate loss from, failure. 
The annual contributions for ita, period of operation (1830 to 
1866) averaged slightly less than % per cent of the banks’ capital. 
The total amount collected from the banks amounted to $3,119,- 
999, while total payments were $2,600,000. The difference was 
the interest paid the state for its aid during times of stress.*^ 

The free banking system. The state of New York inaugu- 
rated another plan, which was destined to color the banking 
practices of the United Btate^ when it adopted the “free bank- 
ing system” in 1838. This came as a, reaction against the bank- 
ing monopoly oreated by special chartered banks. 

Free Ijanking involved two principles. First, banking was to 
be made a “free trade,” open to all without discrimination or 
favoritism. Second, banks were to issue notes only against the 
security of jn-oper collateral sufficient to insure ultmmte redemp- 
tion. It was incumbent upon the state, therefore, to lay down 

Report of the OomptroUer of the Cterrency, 1876, pp. XXI-XXni. 
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the rules under which banks might be organized and notes issued. 

At first, the free banking system worked badly in New York. 
The comptroller was authorized to issue circulating notes to any 
association organizing itself as a bank and depositing with him 
the obligations of the United States or any individual state, or 
real estate mortgage bonds. Twenty-nine free banks failed dur- 
ing the first five years, with resultant substantial losses to note- 
holders. These banks had an aggregate circulation of $1,233,- 
374, secured by stocks, bonds, and mortgages having a face value 
of $1,655,338. On liquidation, however, they were sold for only 
$953,371, which permitted pa 3 unent of the bank notes at 74 cents 
on the dollar. To correct the evil of depreciation in the value 
of securities pledged for the protection of bank notes, amend- 
ments were made in the law to permit only the use of bonds of 
the United States and the state of New York and qualified mbrt- 
gages."=* 

The free banking system proved popular. Ohio adopted it in 
1845, Illinois in 1851, Indiana in 1852, and Wisconsin in 1853. 
Free banks were for the most part primarily interested in the 
issuance of notes. Since the system was designed to insure the 
safety of bank note holders, it is not surprising that tittle, if any, 
provision was made for regulating banks except in regard to note 
issue. Because of the acceptance of low-grade securities as col- 
lateral for the notes, even protection for noteholders was not 
achkved. The outbreak of the Civil War found many of the 
free banks in IHinois owners of obligations of southern statra 
whidr rapidly fell in value. 

Evils of free banking. The Systran of free banking naturally 
led to many abuses. Principally, it facilitated the development 
of wildcat banking, as is well illustrated by the following quo- 
tation: 

In practice it was hardly necessary for the hank to have a place of business 
if its notes were secured, and I remember that in some instances where 
attempts were made in TUinois to pre^t itotes: for redemption at the bank’s 
counter no counter was found, but merely a hired rocsn in roipe place remote 
from any railway station and situated on some bottomless prairie road, As 
the country banks had a decided advantage over the city banks in the way 
of nest-hiing, the latter resorted first to the device of not paying out thdr 
own notes at all, but borrowii^ those of Eastern banks mstead. Fadlitfes 
for travel were too good, however, in thfe East. The notes paid out in Elinofe 

Amital Report of the ComptroUer of the Currency, 1876, pp. XXIII-XXIV’. 
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and Wisconsin went home to be converted into New York and Boston fimds 
too rapidly. So the city bankers went to the State of Georgia and started a 
lot of subordinate banks there, with whose notes they flooded the Northwest 
from Chicago as a radiating point. None of these currency mills actually 
failed, but tibe rate of exchange on New York was measured by the cost of 
sending the notes to their several Georgia houses for redemption, which cost 
was at that time considerable. The Western free banks for the most part 
went down in the crash of 1857, and again in that of 1861, and their securities 
being pressed on the market simultaneously sank to low figures, the notes 
failing even lower than the securities. Whatever may have been the design 
of the lawmakers (and there is no reason for doubting that it was good), it 
turned out to be a mere scheme to enable speculators to sell bonds to the 
public, and continue to draw the interest themselves. It was possible under 
these laws for a man to borrow, say, $100,000 of State bonds, deposit them 
with the auditor, receive from him circulating notes, buy wheat with these 
notes, send the wheat to New York, and sell it for money with which to buy 
more bonds to deposit with the auditor; and so round and round. This was 
actually done in some cases, and it was considered an effective way of procur- 
ing an adequate supply of money. 

The situation was further disturbed by the fact that counter- 
feiting of bank notes became popular. The multitude of issues 
made the practice easy. The West and South, particularly, 
suffered from the currency troubles. All merchants kept bank 
note reporters at hand ,in order to determine the yaliiej,/if any, 
of currency presented in the course of trade. Not only were las 
many "as 5,400 counterfeit notes catalogued m one bank note re^ 
porter, but also genuine notes were acceptable at varying dis- 
counts, depending upon the possibilities and costs of redemp- 
tion.^^ The situation is epitomissed in the following quotation 
from an early magame: 

In the West the people have suffered for years from the issues of almost 
every State in the Union, much of which is so irredeemable, so insecure, and 
SO' unpopular as to be known by opprobious names rather th a n the money it 
pretends to represent. There the frequently worthier issues of the State of 
Maine and of other New England States, ^e shinplasters of Michigan, the 
wildcats of Georgia, of Canada, and Pennsylvania, the red dogs of Indiana 
and Nebraska, the miserably engraved note of North Carolina, Kentucky, , 
Missouri, and Virginia, and the not-to-be-forgotten stumptails of Ulinois and 
Wisconsin are mixed indiscriminately with the par currency of New York and 
Boston, until no one can wonder that the West has become disgusted with all 
bank issues and almost unanimously demand that such a currency shall be 
taxed out of eastence, and give place to a uniform national currency. 

White, Horace, {md Banking^ Boston, Ginn & Co., pp. 405-406. 

January, 1863, an article entitled “By a Western 
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Examples of good banking during period. The period was 
not without its examples of good banking, even in that part of 
the country noted for wildcatting. Both South Carolina and 
Indiana operated state-owned banks with singular success. 
Each bank had the right of note issue without any collateral re- 
quirement; each operated branches; and each was blessed with 
sound management. The Bank of the State of South Carolina 
was founded in 1812 and was finally liquidated in 1870 after many 
years of useful existence. The State Bank of Indiana was estab- 
lished in 1834 and operated as a state-owned institution for 25 
years, when its business was absorbed by a newly organized but 
privately owned bank of the same name, which operated suc- 
cessfully tmtU 1866, when the tax on state bank note issues caused 
it to liquidate.^® There were also privately owned banks which 
stood out in bold relief against the general mass of low-grade 
banking of the times. One of these was the State Bank of Ohio, 
which maintained 36 branches and was a model of excellence.^^ 
Summary. This short survey of the banking events and de- 
velopments before the Civil War shows vividly the defective cur- 
rency and banking facilities of the times. Except in cases where 
banks voluntarily set up some form of redemption similar to the 
Suffolk plan, notes circulated at varying discounts and overissue 
led to failure. A partial palliative was provided in New ..York 
by the Safety Fund System, but the widespread adoption of free 
banking led to complete diaos in m^y areas. In spite of the 
chaotic condition among note-issuing banks, some banks main- 
tained sound banking practices, which later furnished the basis 
for the establishment of an effective commercial banking system. 

Davis, Andrew The Origin of the National Banking System, NJSd.C., 
1910, pp. 374r^. 
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THE NATIONAL BANKING SYSTEM 

Congressional provisions for a national currency. As early 
as 1861 it was proposed that United States bonds should be made 
available to support the issue of a sound and uniform currency. 
It was hoped that such a scheme would have the double ad- 
vantage of stimulating the government bond market and of fur- 
nishing the country with a currency secured by the obligations 
of the government. The War made it imperative that the gov- 
ernment diould be able to obtain necessary funds; at the same 
time it was important that the disadvantages of an uncertain 
currency be avoided if possible.^ Nevertheless, it was not until 
March 3, 1863, that there was passed “An act to provide a Na- 
tional currency, secured by a Pledge of United States S^qks, and 
to provide for Ae Circulation and Redemption thereof.” * This 
act was the legal beginning of the national banking system. 
That the main interest of Congress in passing this act was cen- 
tered upon the currency question is evident from the title. The 
following year (June 3, 1864), a new law was enacted which re- 
pealed the previous law and incorporated some changes which 
appeared, in the light of previous experiences, to be desirable.® 
This law, like its predecessor, prescribed in minute detail the re- 
quirements pertaining to note issue, but little attention was 
given to the discount and deposit functions of the national banks. 

Provisions of the National Banking Act. The main pro- 
visions of the law governing the setting up and operation of na- 
tional' banks diould be noted: • 

1. Provision ;was made for a Comptroller of the Currency, 
appointed by the President and operatmg under the general di- 
rection of the Secretary of the Treasury, who was, charged with 

"T— I 'H .1 ; ' ' ’ 1 • . ■ r , , 
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the duty of executing all laws dealing with the national currency. 

2. A method of procedure was laid down for the organkation 
of national banks. Capital requirements, which, incidentally, 
are the same as those prevailing today, were: 

$50,000 in cities of not over 6,000 inhabitants 
$100,000 in cities from 6,000 to 50,000 inhabitants 
$200,000 in cities over 50,000 inhabitants 

The stock was subject to double liability. One-tenth of net 
profits were to be carried to surplus until it equalled 20 per cent 
of the capital stock. 

3. Before beginning business, at least 50 per cent of the capi- 
tal subscribed was to be paid in, the remainder to be paid within 
five months. The bank was also required to deliver to the Treas- 
urer of the United States registered government bonds amounting 
to not less than $30,000 and not less than one-third of the bank’s 
capital stock. 

4. The bank was entitled to receive from the Comptroller 
national bank notes equal to not over 90 per cent of par or mar- 
ket, value of the bonds deposited, whichever was the smaller, but 
the total notes issued to any one bank might not exceed the 
bank’s capital stock. 

5. Banks might not lend more than 10 per cent of their capital 
stock to any one borrower (except the discount of biUs of ex- 
change and notes owned by the one offering them for discount). 
They might not lend on their own stock or hold real estate mort- 
gages. 

6. The banks were made subject to examination by agents 
of the Comptroller and required to furnish the Comptroller with 
statements of their financial condition. 

7. Banks were required to carry lawful money reserves against 
deposit and circtdaiing note liabilities. These reserves were to 
be 15 per cent for all banks outside of certain designajted reserve 
cities. Three-fiifths of this amount might be carried as a deposit 
in banks in the reserve cities for redemption of fiot^. The re- 
serve city banks, in turn, were required to choose 'a national bank 
in New York City as a redemption agent for their notes and 
might carry one-half of their required 25 per cent resetves on 
deposit with that bank. The New York, banks were required to 
carry a 25 per cent reserve in cash. 

8. Eadi national bank was required to take the notes of every 

other national bank at par. , j : . i i 

9. National banks were jH*ohibited from becoming mdebt^ 
for money borrowed to an amoimt in excess of their capita stock. 
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10. The national banks were to pay a semiannual tax of 14 of 
1 per cent on circulating notes, % of 1 per cent on deposits, and 
% of 1 per cent on that part of their capital stock which was not 
invested in United States bonds. 

11. National banks might be designated as depositaries of pub- 
lic moneys if satisfactory security was given. 

12. In case of failure of a national bank to redeem its notes 
at its office or redemption agency, the holder might protest them. 
The Comptroller was then empowered to take possession of the 
bonds pledged to secure the note circulation and to give notice 
that the notes might be redeemed at the Treasury. The Treas- 
ury might dispose of the bonds, and any deficiency appearing 
after the redemption of the notes was chargeable as a prior lien 
against the assets of the bank. 

13. The entire circulation was not to exceed $300,000,000. 

14. Provision was made for converting state-chartered banks 
into national banks. 

Reaction to the national banking law. The response of the 
bankers to the new national banking law was disappointing. 
Existing state banks foimd it more profitable to retain their state 
charters with their note-issuing privileges than to come under the 
restrictions of national charters. ' By the end of 1864 there were 
only 638 national banks, with ai eiret^tibn of $67^0ft),000.’* Ck)n- 
gress therefore passed an act Oh Mardi 3, 1866, which, with later 
amendments, levied a 10 per cent tax upon any bank or individ- 
ual paying out or uang state bank notes.® One of the amend- 
ments permitted state banks to be converted into national banks 
while retaining existing branches. The prohibitory tax on state 
bank notes, as well as the leniency shown toward branch banks, 
tended to increase the number of conyOTiOns from state to na- 
tional charters. By the end of 1865 national banks had increased 
in number to 1,582, with a circulation of $213,000,000.* 

An adSditiohal problem arose out of the original $300,000,000 
Eihit dn the amount of national bank notes.* As conversions of 
state banks in the East became widespread, it became apparent 
Aat no circulation privileges would remain for the West and 
South,' where Hie existing banking system had generally col- 
fef)sed,' and ihe 'oiganitation of htew national banks was slow, 
in 4865, th^efdre, the law was changed, redubing the amount 


4Bte|>biinv4^ A History of Currency in the United States, 1915, p. 310. 
^ 13 Stat. U Stat. L., 146. 

®Bepbum, op. p. 311. J 
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of notes which could be issued to larger banks to some fraction 
of the bank’s capital and further providing that one-half of the 
$300,000,000 in notes was to be allocated according to the popu- 
lation of the regions in which banks were located/ To relieve 
the situation further. Congress in 1870 authorized the issuance of 
$54,000,000 of 3.dditional currency to national banks in areas 
which had been unable to procure their fair share.® It was not 
until January 14, 1875, that the limit on the total volume of na- 
tional bank notes was removed. 

The original act required country banks to maintain a redemp- 
tion agent in the form of an approved national bank in a desig- 
nated reserve city, while the reserve city banks were to maintain 
a redemption fund with an approved New York City bank. Re- 
quired reserves were to be carried against both deposits and notes 
in circulation. By 1874 it had become apparent that national 
bank notes had acquired such a reputation for soundne^ that re- 
demption was seldom required. Further, because each national 
bank was limited in the volume of notes which it could issue by 
the amount of its capital and by the bonds deposited with the 
Treasury, there was little desire on the part of one bank to re- 
deem the issues of other banks. To do so would hardly affect 
the issue powers of the bank presenting them for redemption. 
The law was amended on June 20, 1874, to: (1) remove the re- 
quirement for carrying reserves against notes; (2) remove the 
requirement for maintaining redemption facilities in reserve 
cities and New York City; and (3) require each national bank 
to maintain a deposit of lawful money with the Treasury equal 
to 5 per cent of its notes in circulation, from which the Treasury 
would redeem notes presented. This redemption fund might be 
counted as part of the required reserves against deposits.® It is 
interesting to note that in spite of the abolition of required re- 
demption agencies in reserve cities, the privilege of depositing 
part of the required reserves in the banks of such cities remained. 

Further modifications of the law. From time to time the 
law governing the note issues of national banks was further modi- 
fied. In 1874 the minimum amount of bonds on deposit to secure 
circulation was fixed at $50,0(X). In 1882 banks with a capital 
of not over $150,000 were required to deposit bonds amounting 
to not over 25 per cent of their capital; the law was also changed 
■ to fix the maxiihum circulation privilege of any one bank at 90 



n3Stat.L.,498. 

*16Stat.L.,251. 

»18Stat.L.pt.3d,123. 
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per cent of its paid-in capital stock In 1900 the law was again 
amended to permit banks to issue notes in amounts equal to their 
capital stock up to the full, par value of bonds deposited with the 
Treasury, instead of 90 per cent, as before.^^ This change was 
intended to make the issuing of notes more profitable at a time 
when the scarcity and high price of bonds bearing the circula- 
tion privilege was causing a reduction in the circulation of notes. 
Other modifications in the law included the extension of the 
right of reserve city classification to cities with, first, a popula- 
tion of over 50,000 (1887), ^nd later (1903), of over 25,000, upon 
petition of three-fourths of local national banks. Also, in 1887, 
upon petition of three-fourths of the national banks, 'cities with 
a population of over 200,000 might be classified as central reserve 
cities and be eligible to hold deposited reserves of reserve city 
banks. Chicago and St. Louis qualified under this provision and, 
together with New York, were known as central reserve cities. 

In 1900 a concession was made ■to small towns by reducing the 
required minimum capital for banks in towns of not over 3,000 
inhabitants to $25,000, whereas $50,000 had previously been the 
minimum. This change was made for the purpose of stimulating 
the organization of banks under national instep of state charters. 
State laws quite generally permitted the organization of banks 
with a capital of $25,000 and sometimes less. It was not until 
the passage of the Banking Act of 1933 that the minimum re- 
quirement was restored to $50,000. 

National bank notes after 1932. United States bonds issued 
after our entry into the war in 1917 did not carry the privilege of 
being pledged with the Treasury as collateral for the issue of 
national bank notes. This meant that the supply available for 
such use was limited to older issues which were relatively scarce. 
During the liquidity crisis of 1932, Congress amended the bank- 
ing laws to permit national banks, for a period of three years, to 
issue national bank notes against any United States bonds bear- 
ing less than 3% per cent interest. Under the provisions of this 
act, the .i^ue of national bank notes was 'expanded by about 
$3^, OWjQOO,' reaching a peak of $938,000,000 in Febru^, 1934. 
The privilege expired in 1935, and in anticipation the circulation 
of national bank notes was reduced again to its earlier volume. 
Howevey, in, July and August, 1935, the Treasury used part of the 
pro^t .deiTiyc^ devaluation of the, dollar to retire the 

whi^ 'retained the circulation privilege. This action left 

«22Stat. L..m. 

1131 Stat. L., 46. 



252 


THE NATIONAL BANKING SYSTEM 


national bank note issues with no bond security.^® Instead, the 
issuing banks held only the cash received from the retirement of 
the bonds. Since that time, national bank notes have gradually 
declined in quantity. In April, 1941, the amount in circulation 
was reported as $153,000,000. 

Expanding the powers of national banks. The national 
banks have from the first been subjected to more rigorous regu- 
lations and have been more limited in their powers than the state 
banks. The state banks were able to make real estate loans, were 
usually free to carry on investment banking functions, and were 
frequently permitted to lend more than 10 per cent of their 
capital stock to one borrower, to own corporate stock, and to 
organize as trust companies. Further, because of more favorable 
reserve requirements against demand deposits, they were able to 
absorb the bulk of the savings deposit business. The national 
banks attempted to obtain some of the advantages of state 
charters by organizing state bank affiliates with power to lend on 
real estate, to engage in trust company business, and to compete 
for savings bank deposits. This arrangement was available only 
to the larger banks. The smaller national banks could not afford 
two separate organizations. 

The advantages enjoyed by the state banks are reflected in the 
figures for the relative number of state banks diown in. Table 21. 

TABLE 21 

Eatio of SsAmOHAsmEo Banks to All Comm^cial Banks in United States 


(By Per Cents) 


im 

42.6% 

1910 

55.6% 

1880 

39.3 

1915 

66h 

1885 

45.1 

1920 

...... 573 

1890 

49.8 

1925 

592 

1^5 

^.9 

1928 

60.0 

1900,,...... 

53.0 

1933 

64.7 

1905 

55.4 

1940 

64.1 


In what appears to have been a vain attempt to overcome the 
advantage of state charters, the power? of hatioBal'baidc^’have 
been gradually increased. To accomplish this, the following 
changes were instituted: ' ; 

1. The national banks outside of c^tral reserve cities wet^ 
given power to make a limited amount of first-mprtg^e .b^ 'oh 

12 Federal Reserve Bulletin, 1932, p. 631 ; 1935, p. 202. i . i ‘ i 
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improved farm land for a period of not over five years, and on 
city real estate for not over one year. Later (1927 and 1935) 
these privileges were expanded. 

2. Under the Federal Reserve Act of 1913, national banks can 
apply to the Board of Governors of the Federal Reser\’e System 
for permission to qualify as trust companies. 

3. The Federal Reserve Act permits national banks to carry 
lower required reserves against time deposits than against de- 
mand deposits. 

4. At various times the limit on the size of individual loans of 
national banks has been relaxed. In 1906 the limi t was made 
10 per cent of a bank’s capital and surplus instead of the previous 
rule of 10 per cent of the capital alone. In 1919 and 1927 ex- 
ceptions were added to bring the law to its present form. 

5. The double liability feature of national bank stock was 
aboli^ed in 1937. 

Difficulties Arising Under the National Banking System 

The national banking system successfully met the problem 
of establishing a sound and uniform currency. National bank 
notes, backed by government bonds and the pledge of redemption 
by the United States Government, could hardly have been ex- 
celled for security. Moreover, the national banks themselves 
were a very substantial addition to the banking facilities of the 
country, particularly in the West and South, where banking had 
been chaotic. They furnished the backbone of the development 
of a commercial banking S 3 ^tem on the discount and deposit 
basis at a time when deposit banking was becoming a more im- 
portant function of Ameri<^ hankmg than note i^ue. 

Seasonal variations hi business. Nevertheless, there were 
some definite y^egkness^s in the financial and bankmg structure 
which the national b^ikmg astern f^ed to meet successfully. 
Ibie^ weaknesses grew put of the season^ chMacter of American 
business activity ahd the tendency of banks to deposit surplus 
cadi funds whh city correspondents who undertook to pay in- 
terest ahd retu^ the funds on Remand. 

The effects of seasonal variations in budness activity on the 
bahking S^siem are very significant. In the United Stains there 
the two primou^ce^.se^nal periods of esgpansidn, one in the 
^r^^,:thh’pthef m.the f^. 'Ihe lifter ^is accentuated by the 
fial'^fhig ajilj iWkhtang of crops. ‘To serve the country com- 
^t^%, ,s|pul4 be prepared to m^e loans and pay out 
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currency to meet the needs as they arise. For this purpose, 
unused reserves are required during the slack season. 

The movement of excess and legal reserves to the money 
centers. It is possible that the original redemption system set 
up for bank notes, with its privilege of carrying part of the 
legal reserves with the city redemption agents, was partially re- 
^onsible for the practice of sending excess funds to the money 
centers. At any rate, it soon became a firmly established habit 
for banks in the interior to send their unused cash to Chicago and 
New York. The movement of funds to and from New York is 
well shown in Table 22, which gives the average monthly cur- 
rency receipts and shipments of the New York banks for the years 
1905 to 1908. 

TABLE 22 

Cash RBOsarTS and Shipments op New Yobk Banes * 

(Monthly Averages for the Years 1905 to 1908) 


Month Shipments Receipts 

January 33,079,000 114,354,000 

February 32,180,000 47,821,000 

March 47,097,000 54,097,000 

April 65,212,000 64,972,000 

May 35,568,000 68,759,000 

June 37,670,000 64,275,000 

July 38,969,000 53,795,000 

August 69,2361)00 36,576,000 

September 88,5531)00 25^000 

October 109,547,000 30,422,000 

November 87,451,000 31,384,000 

December 78,439,000 57317,000 


*Keinmerer, Walter, Beasonal Tariations in tTte Belative Demand Jar Money ani 
Capital in the Dnited States, N. M. C., 1910, pp. 77-79. 

It was the New York banks which were most successful in 
attracting these seasonal deposits, owing largely to the outlet for 
loanable funds in the New York stock mariret, The competition 
for bankers’ balances among the so-called '‘Wall Street Banks” 
was keen, and the interest rates which they offered were excessive. 
Before the crisis of 1873, sev^ of these banks held between 
70 and 80 per cent of the bankers’ deposits. At the same time 
their cash reserves were slightly below the legally required 25 per 
cent.“ This situation naturally developed out of the compe- 
tition of these banks and their desire to make profits. Citcujn- 

Sprague, 0. M. W., Crises under the National Banking System, N. M. C., 
1910, pp. 15-24. 
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stances induced them to expand their loans to the maximum 
on the basis of country bank deposits whenever borrowers were 
available. During stock market booms, reserve ratios tended to 
stay at the minimum allowed by law. It necessarily followed 
that a reversal of the flow of cash from New York to the interior 
banks put great pressure upon the New York banks to liquidate 
their loans. To illustrate this point, in 1872 the loans of the 
seven banks referred to above were $80,000,000 in July and 
$61,000,000 in October after the autumn withdrawals by country 
banks had occurred. This was a loan contraction of 24 per cent.^* 

The result of loan contraction by New York banks. The 
effect of this drastic contraction of loans by New York banks may 
be easUy visualized. The loans reduced were mainly call loans 
to finance speculators on the stock exchange. To pay off their 
loans, borrowers had to do one of two things. They might and 
did at times, when the money market was functioning normally, 
borrow elsewhere to repay the bank which was calling their loans. 
During the autumn withdrawals, this recourse was not available 
to any great extent. The only course open, therefore, was to sell 
securities held on borrowed funds. Only thus could the bor- 
rower build up checking account balances in banks, out of which 
he could discharge his debts. Again, when times were normal 
and public confidence in the future was high, the borrower had 
little trouble in paying his debt, since buyers for his stock readily 
appeared if the price was favorable. In times of excessive spec- 
ulation, when stock prices were pushed so high as to cause a 
genuine fear of future values, the speculator-borrower found 
himself with no market fca: his securities. The lower prices feU, 
the more general, became the refusal of others to buy stock. 
There followed an acute panic in security prices, a situation 
which has often preceded a major depression in business. 

The alternatives to loan contraction. But what of the banks 
at such a time? . If loans could not be called because securities 
could not be sold, the banks found it impossible to reduce their 
deposit obligations. , If tibeir reserve ratios were already at the 
minimum prescribed by law, they were in the position of having 
to choose between shipping currency to the interior and allowing 
resMwe ratios to fall bebw the legal limit, or maintaining tlieir 
resfflve ratios but defaulting on their promise to return country 
biftftlf fluids oni.demand.; The first choice, which was followed in 
1873, WEOiid have been the more desirable one from the stand- 
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point of public policy. At other times the city banks followed 
the second method, with the result that a bankers’ panic and gen- 
eral suspension of cash payments by banks developed. When 
this happened, the effect upon business was paralyzing. Coun- 
try banks refused to purchase drafts drawn on commercial houses 
in the cities because they could not be collected. The move- 
ments of trade were therefore hindered. Exchange on New York 
sold in Chicago at a discount of |30 per $1,000 in August, 1893, 
in the midst of the third crisis of that year. Banks struggled to 
improve their reserve ratio by reducing loans, which further em- 
barrassed businessmen. Locally, currency sold at a premium in 
terms of bank deposits. 

Because the city banks carrying bankers’ balances held almost 
no excess reserves, they were compelled to choose between a con- 
traction of loans, a reserve ratio below the legal limit, or sus- 
pension, whenever there was a decline in such balances held by 
them. During the crises of 1893 and 1907, particularly, they 
preferred to suspend cash payments rather than allow their re- 
serves to fall much below 26 per cent. Critics of the system have 
been inclined to place a large part of the blame for the difficulties 
upon the rigid reserve requirements. The law, as it stood, did 
not forbid banks to allow reserves to fall below the legal limit. 
It merely forbade thp making of new loans and the paying of 
dividends while banks were in that condition. True, thus was 
somewhat awkward fca: the banks, but it was not sufficient cause 
for su^ensioai. It was the attitude of the banks toward the 
researe limit rather than the reserve limit itself that was at fault. 
Either the New York banks, open to largely predictable seasonal 
pressure from country bank withdrawals, should have willingly 
utilized their reserves in time of need, or they should have main- 
tained reseryes above the 25 per' cent limit for such emergencies 
as were certain to arise. 

The need for elasticity. The banking and currency situation 
proved, therefore, a most ta: 3 dng on& > As the banking system 
actually operated, it failed miserably th give ihei country a 
smooth-functioning bankii^ service in‘keeiMng;with. its needs. 
As we observed earlier in this discussion, the trouble arose out 
of the inability of the system to adapt itseif.toihe seasonal needs 
of business. , It should be noticed that the ebb and flow, of funds 
from the country areas into the city banks was not only a sea- 
sonal .occurrence but a cyclical one as well, bi ^ack. yfear^ 
country bank balanpes crowded the central money markets, •while 
during prosperity, the tendency was toward a -rev^sal lOf-the 
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process. This, in itself, was not so important a factor in causing; 
difficulties as were the seasonal movements. When harvesting 
and grain-moving time came, the agricultural banks required 
currency to meet the needs for money in hand-to-hand circula- 
tion. The autumn rise in general business also added to the cur- 
rency requirements. Banks needed their cash both for payment 
into circulation and as a reserve basis for new loans. Stating the 
situation in a somewhat different way, the banking system needed 
seasonal elasticity of some sort to enable it, without strain, to 
make new loans and pay out cash when seasonal needs arose. 
In practice, a seasonal expansion in the demand for loans and 
currency in the interior required a sharp curtailment of loans 
on the stock market at least; at its worst, it precipitated a gen- 
eral collapse. 

JIow Can a Banking System Be Made Elastic? 

This raises the vital question of how a banking system cart, 
achieve the required elasticity. So far as mere currency require- 
ments are concerned, the ability of banks to shift their demand 
deposit liabilities into note liability form would meet the situa- 
tion, Then loans and deposits on existing cash reserves need not 
be reduced. For this reason the critics of the national banking 
system placed a large part of the blame for the trouble upon the 
national bank notes. They were, it was alleged, inelastic in na- 
ture because they were secured by government bonds. 

Why national bank notes were indastic. There are several 
reasons why national bank notes were not responsive to the needs 
for currency. First, since, they were issued against government 
bonds, the maximum vol^^me of notes was limited by the amount 
of government debt bearing the circulation privily. This, in 
itself, however, was not the real difficulty. 

Second, tihe available bonds often sold at a high premium. In 
1888 the premium was 30 pef eeait, while notes could be issued to- 
only 90 per cent of pari Thus, it was necessary to invest $130 
in ,4 per cent.bonds to gain the pivil^e oi issuing in notes. 
The loss arising from the necessity for writing off the premium 
during i the remainir^ life of the' bonds, and the further lo^ of 
interest on the $40 extra investm^it in bonds yielding 4 per cent, 
^ich i^ght have been earning the higher local loan rate, cau^ 
basfe'^tli issMe ^amst the beards .whidi the law re- 

quired theih to own. The note circulation declined from $341,- 
(^^0^inl$^4^whqn.j:^t^On^ oapital was $49Q,OQO,O0O, 

m ij2^w(),0Ci0 m whehrlitidnai oaniing capital was $01^r. 



2S8 


THE NATIONAL BANKING SYSTEM 


000,000. Again, this had no real bearing upon the question of 
seasonal elasticity. 

Third, it was impossible for a bank to meet its currency needs 
by the purchase of bonds with the circulation privilege. The 
premium at which they sold meant that a bank would perhaps 
lose more cash than it received in the form of notes. Moreover, 
a considerable delay was involved in the process. Obviously, 
then, a bank could make a seasonal increase in its currency only 
on the basis of bonds already owned or upon borrowed bonds. 
The latter were used to a limited extent. 

Fourth, since seasonal elasticity could be obtained only by is- 
suing notes against bonds already in possession of the bank, it 
would have been necessary in the off seasons to retire notes from 
circulation while retaining the bonds. Here we have the real 
cause of the inelasticity of national bank notes. No self-respect- 
ing banker would care to retire his notes and hold the low-yield 
United States bonds. In fact, his notes were in general circula- 
tion and seldom reappeared at his bank, and hence could hardly 
be retired. The only alternative remaining to accomplish a re- 
duction of currency was the sending in of legal tender currency 
to the Treasury. This, of course, would be unprofitable if inter- 
est could be obtained from city correspondents for the deposit 
of such currency. Whenever a banker’s supply of cash exceeded 
the existing local needs, he promptly sent it to his city corre- 
spondent, who in turn utilized it as a basis for credit expansion 
in the city markets. Under the circumstances, regardless of the 
type of note issue that might have been permitted, short of one 
with no fixed top limit, bankers issued all the notes allowed and 
sent in surplus lawful money, to the money centers in slack times. 
Consequently, they found themselves unable to issue more notes 
during the busy season. This was certain to be the result unless 
a bank’s note-issuing powers were not completely exhausted be- 
fore bank notes had satisfied the local currency needs. Then 
further note issue would have become superfluous. 

The real source of elasticity of credit and currency. The real 
secret of the inelasticity of loans and currency of the national 
banking system lay in the unwillingness of banks to refrain from 
utilizing their funds in the speculative markets. The source of 
elasticity in a banking ^stem, as is so ably poiated out by L. W. 
Mints,^® is in the maintenance by banks in slack times of unused 

15 “The Elasticity of Banl: Notes,” Journal of Political Economy, August, 1930^ 
Vol. 38. . ' , 
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reserves in an amount sufficient to care for later needs. Because 
of their desire for competitive profit, the New York City banks 
which carried the lion’s share of the bankers’ balances failed to 
carry a sufficient margin of unused reserves to enable them to 
meet the interior’s changing demands for currency. In other 
words, they did not perform the duty which their position im- 
posed upon them. 

Treasury aid to banks. In times of money stringency, the 
banks clamored for aid from the Treasury. It was true, of 
course, that the Treasury normally held substantial amounts of 
currency which might have been of some help to the banks if it 
had been transferred to them. During the panic of 1873, the 
'Treasury placed about $13,000,000 in the money market by pur- 
chasing bonds for sinking fund retirement.^® During the troubles 
of 1890, the 'Treasury disbursed nearly $70,000,000 in the redemp- 
tion of bonds.^*^ In 1893 similar action was taken. In 1907 the 
Treasury aided banks by depositing with them $86,000,000 be- 
tween October 19 and October 31,^® while it more or less regularly 
expanded its deposits with the “pet banks” each autumn as crop- 
moving time arrived.” 

Clearing house loan certificates. The banks themselves' util- 
ized clearing house loan certificates as a means of preserving a 
semblance of normal operations in the face of restrictions on cur- 
rency pasnments. These loan certificates were issued by the 
clearing house committee to member banks with debtor clearing 
house balances which could not be met in cash without impair- 
ment of reserves. The certificates, bearing interest and properly 
secured by the deposit of collateral by the debtor bank, were ac- 
ceptable among the local banks in settlement of clearing house 
balances. 

The use of loan certificates was frequently coupled with a re- 
fusal by banks to.cash checks unless presented by a depositor will- 
ing to take credit on his own deposit account, or by a clearing 
house bank which would take payment in such loan certificates, 
so that settlement could be made without any loss of cash. Un- 
der this arrangement, banks were able to withstand withdrawals 
arising from purely local runs or local business transactions. 
They might, in some instances, even expand loans to borrowers 
^hp had to ineet local commitments, 

, “Spraigse,|«>p. cil., 40MKI. 

^Tbid:,p.m., 

isibid.,p,m. 

“ Willis, H. Paiier, The Federal Reserve Byitem, New York, Ronald PreiKi C»^ 

^,p.3a 
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Although the clearing house loan certificates permitted the 
functioning of local deposit currency, they did little to care for 
the needs for actual currency. For instance, their use would not 
enable New York banks to pay out currency to their country cor- 
respondents. Neither would it facilitate the meeting of local 
currency demands. Certified checks and cashier’s checks were 
sometimes used to supplement the use of ordinary checks. In 
1873 eight cities resorted to the use of clearing house loan certifi- 
cates; in 1884 New York alone issued them; in 1893 they were 
issued in eight cities; and in 1907 they were issued in 42 cities.*® 

Clearing house checks. To meet the need for actual hand-to- 
hand currency, clearing house associations issued loan certificates 
(or their equivalent) in small denominations, engraved to re- 
semble currency. These were acceptable by the banks for deposit 
and, of course, were redeemable in legal money when suspension 
was over. In 1907 about $35,000,000 of this illegal emergency 
currency was i^ued.** 

The natural elasticity of a banking system. In any banking 
system a source of elasticity arises from the fact that the demands 
against banks in the same and in different areas tend to dovetail. 
While some banks are under pressure to expand their loans and 
pay out currency, others are not. It follows, therefore, that any 
system which permits the tapping of the unused reserves of some 
banks for the use of others adds to the elasticity of the whole 
^stem. A comprehensive S 3 ^tem of branch banking would 
achieve this result. Under the unit national banking system, 
this dovetailing of demands against banks could be accomplished 
in only three basic ways: 

1. The larger borrowers were able to shift from one bank to 
another and obtain funds from those having excess reserves by 
utilizing the commercial paper market. 

2. The banks themselves p>ossessed a fair-weather system of 
pooling reserves through their deposit of surplus funds in the 
money centers. Except for the wider seasonal swings, the shift- 
ing funds of individu^ banks made a sustained fund on which 
the central money markets drew. In addition, individual banfe 
were able to borrow from their city corre^ndents to meet their 
particular needs. 

3. The banks might have a recognized procedure of rediscount 
whereby needy banks might acquire the surplus resmfe§ of 

■ I 

20 45, 62, 112, 142, 145, 180, 28ft 

21 Ihid,, p. 452. , , i - ' ^ 
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others. This eicpedient was tried in New York in 1873, when the 
clearing house banks not only issued loan certificates but insti- 
tuted a system for equalization of reserves among the various 
banks. Thus, banks with reserves depleted by currency with- 
drawals were able to borrow surplus reserves of other banks. 
Unfortunately, this was not used during other crises.^ 

Throughout the history of the old national banking system, 
banks were reluctant to become indebted for money borrowed or 
for rediscounts. This may have been partially due to the legal 
limit of 100 per cent of a bank’s capital on such indebtedness. 
The insignificance of such methods of mobilizing reserves may 
be seen from the fact that during the crisis of 1893 rediscounts 
and bills payable rose to only 3 per cent of loans and discounts 
of the banks. In 1907 they were 2.2 per cent, while in the 
normally prosperous year of 1905 they were only .7 per cent. 

Emergency currency tmder the Altoch-Vreeland Act of 1908. 
The acute banking crisis of 1907 resulted in the passage of an 
emergency currency law which provided for the voluntary organi- 
zation of incorporated national currency associations. Not more 
than one might be organized in each city, and at least ten na- 
tional banks, having an aggregate capital and surplus of $5,000,- 
000, were required. Provided a member of such an association 
had already outstanding national bank notes equal to 40 per cent 
of its capital, it might deposit ^curities and commercM paper 
with the association in trust for the United States. The associar 
tion might then apply to the Comptroller for additional circulat- 
ing notes to an amount not etceeding 75 per cent of the cash 
value of the paper and secrrities pledged, unless the securities 
pledged were state or munidpal b^ds, in which case the limit 
was 90 par cent of the market value. The liabHity of the par- 
ticipating banks to each other was in proportion to their capital 
and surplus. The gofv^nment had an unlimited prior claim 
against aU the assets of each bank to protect it against loss 
through redemption of tiie notes- Individual banks which were 
not members of national currency associations were permitted to 
pledge approved state and municipal securities and receive emer- 
gency currency in amounts not in excess of par or 90 per cent of 
the market value. 

Tlie total amount of such emergency currency was not to ex- 
ceed $600,000,000. To assure its retirement, a tax was levied 
j^aii^t the notes, varsdng from an annual rate of 5 per cent for 
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th.e first month up to 10 per cent for the sixth and subsequent 
months. No occasion arose for the use of the privileges of this 
act before it expired June 30, 1914. In the meantime, however, 
the Federal Reserve Act had been passed. Since the reserve 
banks could not be put into operation before the expiration of 
the old emergency currency law. Congress incorporated into the 
Federal Reserve Act a one-year extension of the old act, with 
modifications to include state member banks under its privileges 
and with other minor changes, including a lowered tax rate. 

The outbreak of war in Europe put great pressure upon the 
American banking system, and the banks quickly availed them- 
selves of the privilege of obtaining emergency currency. Forty- 
five national currency associations were organized, with 2,197 
members, which were authorized to issue $386,444,215 in new 
currency. 

Need for a central bank. All of the devices and practices just 
described failed to go to the root of the problem. They offered 
only a partial escape from the evils of inelasticity. The only 
effective cure lay in the maintenance of adequate unused reserves 
upon which the banking system might draw to meet both sea- 
sonal and emergency needs. This called for some form of central 
bank. 

One vital distinction between central banks and other banks 
Kes in the fact that custom, tradition, or law sets sufficient curbs 
upon the profit-seeking motive to insure that central bank affairs 
are administered with an eye to proper public policy. Central 
banks normally provide other banks with reserves, either in the 
form of deposits with the central' bank or in the from of notes. 
So long as the central bank itself carries sufficient reserves to en- 
able it to make new loans, either in the general market or directly 
to other banks, it can, by so doing, expand the reserves of other 
banks almost at will This is, of course, the reason why the 
profit motive of a central bank must be restrained, since other- 
wise it would be likely to behave in the same manner as the Wall 
Street banks. 



Chaptee XX 


THE FEDERAL RESERVE SYSTEM 

The birth of the Federal Reserve Act. The Aldrieh-Vree- 
land Act of 1908 created a National Monetary Commission, which 
carried on an extensive investigation into banking history as well 
as current banking practices. The results of its studies, made by 
trained economists, have been published and furnish a vol- 
uminous source of historical information on banking experiences 
before 1910. In addition, the Commission prepared and recom- 
mended a banking reform measure known as the Aldrich Bill, 
which provided for the formation of a National Reserve Associar 
tion to be capitalized at not less than $100,000,000. It was to 
have its head office in Washington, to comprise 15 branches, and 
to be owned by the member banks. The central bank would 
have power to rediscount paper for its members, hold deposited 
reserves without interest, and deal in the open market in United 
States bonds. It might issue asset currency, provided a 50 per 
cent cash reserve was maintained.^ The bill was introduced in 
1912 but was not passed. It became a controversial question in 
the presidential election of that year, with the Democratic plat- 
form flatly opposing the establishment of a central bank but 
advocating a systematic revision of the banking laws to provide 
temporary relief and protection from the “Money Trust.” * The 
Democratic victory of that year meant the end of the Aldrich 
Bill. In its place was passed the Federal Reserve Act of 1913. 
Instead of one central bank with branches, it provided for the 
setting up of .a regional system of not less than eight nor more 
than twelve reserte banka Thus the fear that the new system 
would be dominated by the Money Trust was allayed. Over the 
whole, s^tem was the Federal Reserve Board, which had general 


?• Willfe, H. Parker, The Fed^al Reserve Bystem, New York, The Ronald Press 
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supervisory powers. Actually twelve districts were established, 
with a Federal reserve bank in each. 

The Federal Reserve Banks 

The following statement of the Federal Reserve Bank of New 
York will form our point of departure in the study of the reserve 
banks. 


CONDITION OF FEDERAL RESERVE BANK OF NEW YORK, 
JUNE 25, 1941 


Assets 

Total cash, reserves $8^,939,000 

Bills discounted 963,000 

Industrial advances 1,536,000 

U. S. Government 

securities 623,475,000 

Uncollected items 217,336,000 

Bank premises 9,949,000 

Other assets 13,777,000 


Total assets $9,730,975,000 


Liabilities 


Capital stock paid in. . . $ 51,584,000 

Surplus 63,517,000 

Other capital accounts. . 13,336,000 

Notes in circulation 1,772,030,000 

Deposits: 

Member bank reserves. , $6,364,978,000 

U. S 260,379,000 

Foreign bank 474,195,000 

Other deposits 536,042,000 


Total deposits $7,635,594,000 

Deferred availability 

items 193,028,000 

Other liabilities 1,886,000 


Total liabilities' ...... $9,730,975,000 


The cash assets of the reserve banks come from three main 
sources: the contributions of member banks through stock sub- 
scriptions, deposits of cash, and the issue of Federal reserve notes 
in exchange for cash. 

Capital of the Federal reserve banks. The Federal Reserve 
Act provided that no reserve bank might be established with a 
subscribed capital of less than $4,000,000. Every national bank 
is required, on penalty of forfeiture of its charter, to belong to 
the system, Mid any eligible state bank or trust company may 
join. Each member must subsciribe to an amount of capital stock 
in the reserve bank of its district equal' to 0 per ceht of its owh 
paid-up capital and surplus. If its capital and ^irplus are in- 
creased or decreased, its subscription to resa:ve bank Stock is cor- 
respondingly modified. The Act further provided that in tbe 
event that insufficient capital was subscribed by member banks, 
stock in tbe reserve banks might be offered for sale to tffe gener^ 
public. If the capital were still insufficienf, stock n?iigfft .ps'i^d 
to the United States Government. Only stock held by 
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in gold certificates against both deposits and Federal reserve 
notes. 

Although the Board of Governors may suspend reserve re- 
•quirements, the reserve banks have not relied on this to provide 
elasticity. Since they need not be concerned about earnings, the 
Federal reserve banks followed the policy of carrying reserves 
against their own liabilities much in excess of the 35 per cent 
against deposits and 40 per cent against note issues required by 
law. The existence of excess reserves in the reserve banks may be 



seen in Table 23 and Chart 9 on this page, showing the monthly 
averages of daily reserves for all reserve banks, expressed in 
percentages. Although sometimes concealed by gold imports and 
cyclical influences, the effect of seasonal variations upon the 
reserve ratios of the Federal reserve banks is distinctly noticeable. 
The autumn months’, the Christmas, and the year-end demands 
are regularly visible. 

TABLE 23 

Beseevb B^tios op Federal Reserve Banks 



1919 

19^ 

mi 

ms 

ms 

mi 

1925 

1926 

Jan 

52.0 

44.0 

475 

74.7 

75ja 

702 

765 

725 

Feb 

m 

52.5 

40,6 

76.0 

76.1 

812 

77.0 

74.1 

March 

42.7 

51.5 

50$ 

77.6 

75.7 

805 

76.4 

740 

April 

43.0 

52.0 

5?.8 

77.6 

76.0 

805 

76.6 

74.7 

Ma^ 

42.4 

51B 

^.4 

77.6 

75.9 

’ 82.7 

76.8 

74.0 

June 

43A 

52.6 


775 

76.7 

825 

765 

75.4 

July 

43.7 

50.4 

61.7 

782 

76.4 

526 

761 

74.7 

August 

43.7 

50,0 

652 

79.7 

77.6 

^.4 

755 

75.0 

Bept 

43.3 

60.4 

67.4 

78.0 

76.4 

80.1 

736 

73.6 

Oct. 

43.7 

46B 

60.4 

76.7 

76a 

785 

72.0 

73.8 

¥ov 

44.7 

45.7 

712 

76.1 

. ,765 

77.1' 

71.6 

73.0 

Dec 

. . . 


715 

735 

75.6 

73.8 

685 

70.0 
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TABLE 23 {Cont.) 



im 

mz 

m9 

mo 

mi 

1932 

ms 


75.6 

713 

ms 

74.4 

79.0 

66.5 

643 

Feb 

79.0 

74.0 

69.4 

785 

83.4 

67.4 

66.1 

March 

79.1 

735 

70.3 

803 

84.0 

69.7 

513 

April 

78.7 

71.2 

72.7 

81.0 

83.5 

69.3 

61.0 

May 

78.7 

69.5 

74.4 

82.6 

84.4 

643 

66.7 

June 

77B 

68.0 

745 

82.4 

843 

58.4 

683 

July 

77.9 

68.0 

735 

82.0 

843 

563 

683 

August 

78.4 

68.0 

743 

81.7 

81.4 

582 

68.1 

Sept 

765 

69.0 

73.5 

81.4 

77.5 

60.0 

66.7 

Oct 

75.1 

67.6 

733 

81.5 

62.6 

61.5 

65.6 

Nov 

72.4 

67.7 

703 

813 

63.1 

62.4 

643 

Dec 

68.4 

63.6 

69.3 

762 

652 

62.5 

63.9 


During the years 1919 and 1920 the average reserve ratios of 
the reserve banks hovered close to the minimum limits set by the 
law, while reserves of individual banks were frequently impaired. 
In order to correct this impairment, the reserve banks, under the 
direction of the Federal Reserve Board, rediscounted and pur- 
chased paper from each other, thus effecting an equalization of 
reserves. In 1919 such rediscounts and purchases of paper 
amounted to $2,658,254,000; in 1920 they were $3,672,7940Wj 
and in 1921, $999,153,000. In addition, the purchasing and sell- ^ 
ing of acceptances and United States securities were carried cm 
between banks. 

In spite of rediscounting operations between reserve banks, 
eight banks showed some small deficiency in reserves during the 
year 1920 and were taxed on the deficiency to the amount of $24,- 
664.05i® The scant margin of excess reserves of 1919 and 1920 
was the result of the credit expansion involved in postwar govern- 
ment financing and the boom of 1919 to 1920. It is worthy of 
notice that, in spite of the pressure of iiie boom and the subse- 
quent crisis, the reserve banks were able to supply the country 
with necessary currency. 

Contact of the Federal Reserve Banks with the Money Market 

The Federal reserve banks have two important and one unim- 
pprtent contact with the money market. The important con- 
tacts are; (1) rediscounting and lending to banks which are 
eligible to, apply to the reserve banks for accommodation; and 
(2) purchasiag and selling veaious kinds of paper in the open 
market. Tke unimportant contact referred to is. the power of 
re^rve bar^ to lend directiy to individuals under certain re- 
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stricted circumstances. Each of these three modes of getting 
reserve bank funds into the market will be examined in turn. 

Direct advances to banks. AH banks belonging to the Fed- 
eral Reserve System are entitled to look to their reserve banks for 
accommodation in time of need. They may offer eligible paper 
for rediscount, or they may offer their own promissory notes se- 
cured by eligible paper or XJnited States bonds.* We need not 
concern ourselves here with the technicalities of eligibility and 
the rediscounting process. That is reserved for later study. We 
are interested, however, in the effect of the rediscounting process 
upon the reserve bank and the member bank involved. 

First, as to the member bank, the rediscounting of eligible 
paper is a sale of promissory notes and bills of exebange by the 
member bank to the reserve bank. The discount of the mem- 
ber’s own collateral note by the reserve bank is a loan. Since 
rediscounting or borrowing is made necessary by a depletion of 
the member’s reserves, the pa 3 Tnent of the proceeds to the mem- 
ber bank is normally made by adding the amount to the member’s 
reserve account and notifying the member. If the member is in 
need of currency, the reserve bank may ship currency instead 
of giving credit on the member’s reserve account. In any event, 
the member bank’s statement would be affected thus: 

Assets: 

1. Cash or reserve account increased by the face amount of re- 
discounted paper (or collateral note) less the discount. 

Liabilities: 

1. Bills payable and rediscounts increased by full face amount 
of rediscounted paper or collateral note. 

2. Undivided profits (or unearned discounts) reduced by the 
amount of the discount. 

It will be noted that no change is recorded in the loans and dis- 
counts of the bank engaging in rediscormting, but liabilities are 
increased instead. This is desirable because rediscounted paper 
must be indorsed by the member bank and hence acquires the 
same eharaeteristies, for all practical purposes, as the member’s 
own note. 

The effect on the reserve bank which has rediscounted or lent 
to the member bank is similar to the effect of a lending operation 

* On September 1, 1939, the Board of Governors of the Federal Reserve System 
announced that in view of current developments in the international situation, 
the Federal reserve banks will make advances to member and nonmemher banks 
on Government obligations at par at rates prevailing for mengb^r. banks. 
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by any bank. Three changes will probably appear : (1) its assets 
will be increased by the amount of “bills discounted”; (2) its 
liabilities will show an increase in deposits of members or Fed- 
eral reserve notes in circulation; and (3) additions will be made 
to undivided profits or unearned discounts. As the volume of ad- 
vances to member banks increases, the liabilities of the reserve 
bank correspondingly increase and the ratio of cash reserves to 
liabilities falls. 

Open market operations. Section 14 of the Federal Reserve 
Act permits the reserve banks to buy and sell in the open market: 
(1) bills of exchange eligible for rediscount ; (2) obligations of the 
United States, including bonds of not more than six months’ ma- 
turity of the Home Owners’ Loan Corporation and the Federal 
Farm Mortgage Corporation (which are guaranteed as to prin- 
cipal and interest by the United States) ; (3) obligations of polit- 
ical subdivisions of the United States- having a maturity of not 
over six months and issued in anticipation of revenue; and (4) 
acceptances of Federal intermediate credit banks and national 
agricultural credit corporations. It is important to understand 
clearly the effect of such transactions upon both the member 
banks and the reserve banks. 

Let us assume that a reserve bank purchases $1,000,000 worth 
of government obligations in the bond market and trace the ef- 
fects of such a transaction. If the sellers are member banks 
disposing of part of their holdings of bonds, the transaction is 
quite simple. The reserve bank will tender drafts against itself 
in payment. The member banks will present the drafts for pay- 
ment and receive credit on their reserve accounts. If the sellers 
are nonmember banks, they wiU likewise receive drafts against 
the reserve bank in payment and deposit them for credit with 
city correspondents which are member banlm. The nonmember 
banks’ reserves will be increased by the amoimt of the drafts, and 
the member banks receiving them for collection will again re- 
ceive the proceeds in credit on their reserve accounts. If the 
sellers are individuals, their actions will be s imilar to those of non- 
member banks. Eventually member banks will receive the 
drafts for collection and obtain credit for the proceeds on their 
reserve accounts. Thus, we see that the reserve accounts of 
member banks may be increased at any time by the purchase of 
obligations in the open market. 

A sale of securities in the open market has just the reverse 
effect. Let us suppose that the reserve banks sell securities to 
buyers m the open market, wi^p^ tender checks on member 
banks in payment. These checks wiU be collected by the reserve 
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bank to which they axe issued by a deduction from the member’s 
reserve account. It makes no difference whether the purchaser 
is an individual, a nonmember, or a member bank. In the end, 
settlement is made by deduction from the reserve accounts of 
member banks. 

It is easy to see the importance of the open market transactions 
of the reserve banks. By the purchase of securities, the reserve 
banks can take the initiative in increasing member bank reserves. 
Further, so long as they have securities which may be sold, the 
reserve banks may reduce the reserve accounts of members. The 
full significance of this fact must await later discussion of Federal 
reserve policy. 

PRINCIPAL ASSETS AND LIABILITIES OP ALL FEDERAL 
RESERVE BANKS, JUNE 25, 1941 
(In Thousands of Dollars) 


Assets 

Gold certificates on hand 
and due from U. S. 

Trea^uiy $20^13,730 

Redemption fund—F. R. 

notes 9,508 

Other cash 285,141 

Total reserves 20,608,379 

Bills discounted: 

For member banks... 2,013 

For ncmmember banks, 

etc 

Total bills discounted 2,013 


Bills bought: 

Payable in dollars — 
Payable in foreign cur- 

rendes 

Total bills bought — 


Industrial advances 9,088 

U. S. Government securi- 
ties: 

Bonds 1,363,800 

Treasury notes 820,300 

Treasury bills 


Liabilities 

F. R. notes in actual cir- 
culation $6,633,192 

Deposits: 

Member bank-reserve 

account 12,985,110 

XJ. S. Treasurer— gen- 
eral accoimt 1,081,125 

Foreign bank 1,240,276 

Other deposits ’ 650,690 


Total deposits 15,957,201 


Ratio of total reserves to 
deposit and F. R. note 
liabilities combined (per 
cent) 9i^ 


Total government se- 
curities 2,184,100 

Other reserve bank credit 54,209 

Total reserve bank 
credit outstanding. 2,249,410 
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Direct loans to individuals. Because of the general belief 
that banks had persistently refused to make loans on good se- 
curity to solvent businessmen, provision has been made for a 
limited amount of direct advances by the reserve banks. The 
details of terms under which such loans can be made will be con- 
sidered later. It is sufficient here to observe that advances made 
directly to individuals by the reserve banks have the effect of in- 
creasing member bank reserves during the life of the loans, since 
the proceeds of such loans will be deposited in a bank. 

Rediscounting 

In the preceding section we have considered the general effect 
of rediscount operations upon banks. It is necessary now to 
examine the details of the rediscounting process. 

Who may rediscount. One of the privileges of membership 
in the Federal Reserve System is the right of a bank to repleni^ 
its reserves by rediscounting and borrowing at the reserve bank. 
Ordinarily nonmember banks are denied this privilege, although 
they were allowed to receive the benefits of rediscounting during 
the First World War, when member banks were permitted to 
rediscount eligible paper received from nonmembers under a 
special ruling of the Federal Reserve Board. Moreover, they 
were granted an emergency privilege of obtaining advances di- 
rectly from the reserve banks for a maximum period of one year 
from March 24, 1933. Federal intermediate credit banks, rmder 
regulations prescribed by the Board of Governors, may rediscount 
eligible agricultural paper with the reserve banks, provided such 
paper does not bear the indorsement of a nonmember bank 
eligible for membership. 

Application for redffecount, Each application for the re- 
discount of paper must be accpmpanied by a formal certificate in 
which the member states its belief that the paper is eligible, that 
it has not been.a^uired f^mn ^ nonmember bank, and, in case of 
state banks, tha^f the txOTbwer whose paper is offered is not and 
win not be allowed to become indebted to the bank in excess of an 
amount which such state bank might lend if it were a national 
bank. . 

When a memh^ bank has made apphcation for the rediscount 
of paper, ^ -B^opsfiMlity rests upon the reserve bank to deter- 
min& wheth^ or not the paper is actually eligible under the law 
and the regulations of the Board. The regulaijon laid down by 
the thei matter reada:'’ 


^Be^vMion A (effective October 1, 1^), from Sections l(li) and 3(a), (b)* 
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Every application by a member bank for the discount of paper or for an 
advance to such bank must contain a certificate . . . that the paper offered 
for discount or the security offered for the advance, as the case may be, has 
not been acquired from a nonmember bank (otherwise than in accordance with 
section 4 of this regulation) or if so acquired, that the applying member 
bank has received permission from the Board of Governors of the Federal 
Reserve System. Every’ such application shall also contain a notation by the 
member bank as to whether it has on file a statement which. adequately re- 
flects the financial worth of a party primarily liable on the paper offered as 
security for an advance or for discount or of the person from whom the 
member bank acquired such paper if such person is legally liable thereon. 

A Federal reserve bank shall take such steps as may be necessary to satisfy 
itself as to the eligibility of any paper offered for rediscount. [This] may be 
evidenced by a statement which . . . [shows] a reasonable excess of quick 
assets over current liabilities. . . . 

Any Federal reserve bank may require that there be filed with it statements, 
or certified copies thereof, which adequately reflect the financial worth (1) 
of one or more parties to any note, draft, or bill of exchange ^offered for 
discoimt or to any obligation offered as security for an advance and (2) of 
any corporation or firms afllliated with or subsidiary to such party or parties. 
A Federal reserve bank may in any case require such other information as it 
deems necessary. 

Since the Federal reserve banks “may” discount eligible paper, 
each bank is authorized to determine not only the eligibility of 
paper offered for rediscount but also its acceptability. Section 4 
of the Federal Reserve Act requires the board of directors of each 
reserve bank to administer its affairs “fairly and impartially and 
without discrimination in favor of or against an^lSaember bank or 
banks and may, subject to the provisions of law and the orders 
of the Board of Governors of the Federal Reserve System, ex- 
tend to each member bank such discounts, advancements, and 
accommodations as may be safely and reasonably made with due 
regard for the claims and demands of other member banks, the 
maintenance of sound credit conditions, and the accommodation 
of commerce, industry and agriculture.” 

The determination of the acceptability of eligible paper offered 
for discount by member banks must therefore be made on the 
basis of: 

1. The soundness of the paper itself, which reflects to some 
extent the value of the member bank’s ihdorseiqent. 

2. The desirability of extending more credit to this particular 
bank — ^that is, whether it is using more than its fair share of 
rediscount facilities. 

3. The general business conditions and the probable effect of 
advances to this bank on general credit conditions. A bank 
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1 forthar a ai tt fy that tba Aon Uat ladodoi ao aotaa! diatta ar bHia af osAaasa at aar ooo berrowar orba.la Btbla Ibr 
borrawad mntr to tbia bank la aa amaaat greaur tkaa tao pair a n tw at Ibo aabapalrad aaplttl aad awplai «f tbti baak (aa> 
aept loaaa auda oadar ohModad Baetloo BSOQ B.&BA). or wka wlU ba aaaatttad to baeoM llaMa la ctcaaa af tfela aaoaat whUt 
paeh aotaa ar biUa af aRbaapi ora aadat diacoam wtib tba radanl Booam Baak, oakH la aoeordaaaa «lib docdoa OOP BJAl, 


thought tu be unduly supporting a Speculative movement might 
be refused accommodation. 

Eligible paper. “Eligible paper” may be used as a source of 
funds through either redi^ount or pledge as security for the 
member bank’s own note. Although each reserve bank has the 
responsibility of determining whether or not paper tendered for 
rediscount is actually eligible, the basis for that determination is 
Ibid down in the law and in the regulations and rulings of the 
Board of Governors. 
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The eligibility of paper for rediscount is to be judged by two 
standards. First is the question of maturity. Only short- 
term paper is eligible. Commercial paper, when offered for 
rediscount, may not be over three months from maturity. Since 
farmers normally require seasonal loans of longer duration, agri- 
cultural paper is eligible for rediscount if its maturity date is not 
anore than nine months distant. The second test of eligibility 
is the purpose which gives rise to the paper. Paper issued to 
finance the production, pua'chase, storage, or marketing of goods 
is eligible. Thus, obligations of businessmen in the form of 
notes, drafts, and bills of exchange to obtain working capital 
are eligible. The same is true of paper issued to carry or trade 
in obligations of the United States Government. On the pther 
hand, the paper is ineligible for rediscount if the borrowers use 
their funds to speculate or trade in securities (other than those 
of the United States) or to speculate in commodities. Likewise, 
paper of borrowers purchasing fixed assets is ineligible. The 
notes of speculators on the grain or securities markets, and of 
farmers using the borrowed funds to pay for land or barns are 
ineligible for rediscount.® 

«Tlie Federal Reserve Act lays down the following specific rules governing 
eligibility: 

1. Eligible paper consists of notes, drafts, and hills of exchange issued or drawn 
for agricultural, industrial, or commercial purposes, ot the proceeds of which have 
been or are to be used for such purposes. The Board is authorized to interpret 
the application of this rule. 

2. Obligations of factors used to make advances to producers of raw agricultural 
staples are eligible as commercial paper. 

3. Paper issued to carry or trade in United States obligations is eligible. 

4. Paper issued to cany or trade in securities other than United States obliga- 
tions is not eligible. 

5. Eligible paper must have a definite maturity at the time of discount of not 
more than ninety days, except that: (a) if drawn or issued for an agricultural 
purpose, it may have a maturity at the time of discount of not more than nine 
months; (b) if a bankeris acceptance, drawn for agricultural purposes, and secured 
by documents of title to readily marketable staples, it may have a maturity of 
not over six months; and (c) sight drafts arising out of domestic shipment or 
export of nonperishable, readily marketable staples and secured by shipping docu- 
ments of title may be discounted by the reserve bank for the estimated life of the 
bill but may not be held more than ninety days, 

6. No paper is. eligible for rediscount in the bands of a member state bank or 
trust company if the borrower is indebted to such bank by ^ ajbount Ibat would 
be illegal if such bank were a national bank. • ' 

7. Paper of producer-cooperative marketing associations is to be classed as 
agricultural paper and hence is eligible with maturities up to nme months, if it is 
used for: (a) loans to members; (b) making payments to members fpr prgdpcts 
delivered; or (c) meeting expenses of grading, processing, packing^ or marketing 
agrkuittirai ^products. 

8. Notes representing loans to finance construction of residential oi^ farm hdUdn 
ings are eligible as commercial paper if accompanied by a binding agreement by a 
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In spite of very elaborate regulations for determining eligi- 
bility, many questions bave arisen regarding their application; 
to specific situations and have been submitted to the Federal 
Reserve Board for an answer. It is unnecessary here to review 
in detail the rulings made by the Board. It has been stated, 
however, that the classification of paper may be determined in 
two ways. (1) If it is issued for or drawn for a commercial or 
agricultural purpose, its classification is determined by that fact. 
For example, drafts drawn on buyers by sellers and notes of 
buyers given to sellers would arise out of a commercial (or agri- 

person acceptable to the reserve bank to advance the full amount of the loan upon 
completion of the building. (Act of June 27, 1934.) 

The Federal Reserve Board, in Regulation A, has made the following definitions 
of the nature of eligible and ineligible paper under the law; ' 

1. Eligible paper must bear the indorsement of a member bank when offered, 
for rediscount. It may consist of negotiable notes, drafts, or bills of exchange,, 
which have been issued or drawn, or the proceeds of which have been used or 
are to be used in (a) producing, purchasing, carrying, or marketing of goods 
(including agricultural products and livestock) in one or more of the steps of 
the process of production, manufacture, or distribution, (b) in meeting current 
operating expenses of a commercial, agricultural, or industrial business, or (c) 
for the purpose of carrying or trading in direct obligations of the United States. 

2. Paper whose proceeds are used for permanent or fixed investment of any 
kind or for any capital purpose is not eligible. 

3. Paper whose proceeds are used for investments of a purely speculative- 

character is not eligible. ' • 

4. Eligibility of paper is not affected by the nature of collateral pledged to 
insure repayment. 

5. Paper which is agricultural paper is eligible for rediscount provided it has 
a maturity at the time of discount of hot more than nine months and was 
issued or drawn, or the proceeds used for: 

(a) The production of agricultural products; 

(b) The marketing of agricultural products, by the growers (or their co- 
operatives) ; 

(c) The carrymg agricultural products by the growers pending orderly 
marketing; or 

(d) The breeding, raising, fattening, or marketing of livestock. 

6. Paper of codperativd maiketing associations the proceeds of which have 
been used for organiaaticm expenses or to acquire any permanent investment 
in real estate, wehouses,; or the like,, is not eligible. 

7. Paper of factors who re-lend proceeds to producers of raw agricultural 
staples is eKgible if it has a maturity oi ndt over ninety days. 

8. Under a regulation efifectiye Cfetober 1, 4937, a previous exclusion from 
ehgibiUty of paper whose proceeds are re-lent is omitted. This permits finance 
company paper to become eligible for rediscoxmt. 

9. Banker^ acceptances iare eligible whch drawn under a credit opened for 
-the purpose of* financing: 

((?> T^e of goqds in foreign ox domestic commerce. Whenever: 

' huCh' heeCptances for smy one mistomer exceed 10 per cent of the capital 

j ‘ i ; ? the accepl^g bank, Uie bank must be ^eured throughout 

o| ■^^ 'aeoep^nce. , > ^ 

1 n^rketai^e staple .at home or abroad provided 

’ fejtok ie ^ureit throughout the life of the acceptance by 

. Ti k 1 1 of ' receipts of i olher^ decum^its M tide. 
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cultural) transaction. If the buyer who issues the note or upon 
whom the draft is drawn is engaged in commerce or manufactur- 
ing, the paper is commercial because it is issued for or is drawn 
for a commercial purpose. If the buyer is a farmer, buying 
things not classified as fixed investments, the paper is agri- 
cultural. (2) When the paper is not issued or drawn directly for 
a certain purpose, as is the case where the borrower gives his note 
to his bank, the classification depends upon the use made of the 
proceeds. If they are used to finance the purchase of goods for 
resale, the paper is commercial. If proceeds are not to be used 
to buy goods for resale, the nature of the goods bought will 
determine the classification. If proceeds are -to furnish working 
capital which can be liquidated out of current income, the paper 
is commercial. A satisfactory statement of the borrower may 
indicate this. 

The Board has been especially generous in its classification of 
uses of proceeds of farmers’ paper, which are construed to be 
short-time rather than long-time in character. Por example, 
notes of farmers used to purchase agricultural implements, in- 
cluding tractors, and livestock (including draft animals and 
breeding cattle), are classed as agricultural paper and eligible 
for rediscount if maturmg in nine months. Even notes the pro- 
ceeds of which are used for draining land under cultivation are 
agricultural paper. If, however, the proceeds of a farmer’s note 
are to be used to purchase a silo, it is to finance a fixed invest- 
ment, and therefore is not eligible. 

The Theory of Eligibility 

Under the present rule of eligibility, the test applied most 
generally is that of liquidity. This fact is apparent from the 
relatively short maturities required and the rule that paper must 
arise out of, or the proceeds must be used for facilitating, com- 
merce, industry, and agriculture. It seems to be the intent of 
both the law and the rulings of the Board that eligible paper 
should generally be self-liquidating in character. The issue is 
somewhat confused by the difficulties arising from the, almost 
universal use of the single-name promissory note as a credit 
instrument, whether commercial or other types of credit are 
needed. Thus some method of distinguishing self-liquidating 
paper from investment paper was required. The rather clumsy 
rule that a satisfactory excess of quick assets over current lia- 
bilities may be taken as evidence of the use of proceeds for 
short-time working capital (which makes the paper properly 
eligible) has in effect made paper eligible that is not actually 
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self-liquidating. A continuous borrower might show a satis- 
factory current ratio and his paper may be classed as eligible, but 
his loans could be liquidated only at the cost of compelling him 
to shut down. 

The eligibility of paper arising out of, or the proceeds of which 
are used for, trading in United States securities is, of course, 
not justified by the self-liquidating character of the transaction 
financed. However, with short maturities, paper secured by 
United States obligations may be liquidated easily. The whole- 
sale use of “war paper” based upon the sale of Liberty and 
Victory bond issues of the first World War could not have been 
foreseen when the law was originally enacted. 

Should eligible paper be self-liquidating? Some writers hold 
that eligibility should be limited strictly to self-liquidating paper, 
on the grounds that in this way member banks can be encouraged 
to make more loans on paper of that sort and the reserve banks 
can be maintained in a liquid and solvent position.'^ The need 
for ultimate solvency of banks in general and the Federal reserve 
banks in particular is obvious. Why, one may a^, is there need 
for liquidity? 

Liquidity has two distinct values in banking assets. Liquid 
loans of a short-time nature are more likely to be sound loans 
than are nonliquid loans. There is less room for errors in judg- 
ment in making a short-time loan thap a long-time one. Second, 
liquidity of a bank, or ability to collect its loans, is necessary if a 
bank is to meet its obligation to pay out cash at all times. The 
reserve banks are no exception. They require liquidity of their 
assets,' in part, in order that they may be able to accommo- 
date member banks other than the ones already borrowing. Of 
course, this is unimportant in times when the unused reserves are 
very high. However, if loans made by the reserve banks were 
not liquid and were not repaid, there would be a gradual tendency 
for the advances of reserve banks to rise as first one and then 
another bank was accommodated, until unused reserves had dis- 
appeared altogether. Moreover, a need for liquidity arises out 
of the possibility that the reserves of the reserve banks them- 
selv^ may be depleted by shipments of gold, abroad. If such 
movements of gold brought the reserves of the reserve banks 
down to the legal minimum, it would be necessary for the volume 
of accommodation to member banks to be reduced in order to 
restore wnditions neee^ary to elasticity. 

’"For a paTtieularly partisan defense of strict adherence to the rule oi self- 
liquidaticm as a test for eligibility, see Willis, H. Parker, The Theory and Froctice 
of Central Banking, New York, l^rper & Bros., 1936, pp. 131, ^ eeg* 
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But, granting that liquidity is necessary for the reserve banks, 
is there cause for alarm in the fact that much eligible paper is not 
strictly self-liquidating but represents continuous borrowing by 
the obligor? Let us raise another question before we seek the 
answer to the first. According to the view of some people, 
the anrount of eligible paper in the hands of member banks 
has become dangerously small. Why not, therefore, expand the 
limits of eligibility to include properly margined and secured 
stock market paper? It is well agreed that exclusion of such 
paper from eligibility does not prevent the use in the stock 
market of funds procured by the rediscounting of commercial 
paper. (A new regulatmn now makes such paper eligible as 
collateral for loans under Section 10b, discussed on p. 284.) The 
opponents of such a change object that stock market paper is not 
self-liquidating and therefore would tend to choke the reserve 
banks with unliquid assets. The proper answer to the above 
questions may be derived, in part at least, by asking yet another 
question. What is the essential source of reserve bank liquidity? 
^ far as the paper rediscounted is concerned, short maturity and 
solvency are essential, but the t 3 q)e of transaction out of which 
the paper arose is of but secondary importance. Short maturity 
is necessary in order that the reserve bank may have an oppor- 
tunity tc demand a reduction in rediscounts at will within a 
reasonably short period of time. But, in addition to short 
maturity of the paper offered, true liquidity on the part of a 
reserve bank arises from its ability to require member banks 
to reduce rediscounts (or borrowings) at reasonably frequent 
intervals. It is entirely possible for the reserve banks tO make 
advances to member banks on strictly self-liquidating paper con- 
tinuously and in such amounts that it would be impossible to 
compel them to liquidate their borrowings or rediscounts without 
precipitating a business panic. On the other hand, advances 
made by reserve banks to member banks to meet their seasonal 
or incidental needs may have a high degree of liquidity, regardless 
of the nature of the paper offered for rediscounts or security for 
advances. 

Liquidity of the reserve banks depends not So much upon the 
origin of paper rediscounted, assuming it is sound, as upon the 
temporary character of the advances to members. If this Kne 
of reasoning is correct, the liquidity of the Federal Reserve 
System is more adequately provided for in the imwritten rule 
that members are not to remain in debt permanently tiban in -Ihe 
rules of eligibility. 
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Borrowing on Collateral Notes 

Ordinary borrowing. In addition to rediscounting eligible 
paper, member banks are permitted to borrow from the reserve 
banks on their own notes. If commercial or agricultural paper 
eligible for rediscount or purchase by the reserve bank is offered 
as collateral, such advances may run for a period not exceeding 
90 days. In addition to the use of eligible paper as collateral, 
member banks may borrow up to 15 days on the collateral of 
United States obligations, Pederal intermediate credit bank de- 
bentures, and Federal Farm Mortgage Corporation bonds and 
Home Owners’ Loan Corporation bonds when guaranteed both 
as to principal and interest by the United States. Moreover, 
nonmember banks were given the privilege of borrowing at par 
on government obligations at the outbreak of European hos- 
tilities on September 1, 1939. 

A form of the application for the discount of such notes 
appears below. ' 


APPLICATION FOR DISCOUNT OP BILLS PAYABLE 
To the FEDERAL RESERVE BANK OP CHICAGO 


Date 19.. 

The Bank of hereby makes application for 

the discount of enclosed bills payable in the amount of $ You are 

authorized to charge these obligations to our reserve account at maturity. 

1. Deposit Decline 

The Proceeds of This Application 2 . Loan Demand 

Are Eequired For — Eetiring fRediscounts 

LQther Indebtedness 

Instructions Regarding J, 

Proceeds or Special Comments 1 . 


The liability of this bank the present time, for borrowed money, exclusive 


of this application, is as follows: 

Rediscounts $ 

Bills payable $ 

Certificate of depo^ issued for mo-ney borrowed $. 

Total |j 


Paper sold without recourse $ — 

, Total deposits as of this date , 

Total loans and discounts as of this date — ! $. . . 

(jovemment securities owned (exc^t those pledged 

. to secvure circulation) $ — 

/ - , , , . . , ' Bank of 

Addles — By 


President 

Cashier. 



282 


THE FEDERAL RESERVE SYSTEM 


The Federal Reserve Act originally made no provision for 
borrowing by members on their collateral notes. An amendment 
of September 7, 1916, authorized the reserve banks to make 
advances to member banks on their notes for a period of not over 
15 days upon collateral consisting of paper eligible for rediscount, 
or bonds and notes of the United States. This enabled banks 
temporarily in need of funds to build up their reserves without 
rediscounting customers’ paper. The bank may be reluctant to 
allow its customers to know it has rediscounted their paper; 
further, rediscounted paper with a definite maturity date is a 
less flexible means of obtaining funds than the collateral note. 
Banks in cities which hold large volumes of government se- 
curities utilize them as collateral in preference to eligible paper. 
Country banks normally have few government securities and 
therefore resort to eligible paper collateral. 

The 1933 banking law changed the limit on notes secured by 
eligible paper from 15 days to 90 days in the interests of country 
hanks, whose demand for reserve bank accommodation is likely 
to extend over a longer period than that of the city banks. This 
should add to the popularity of ttiis form of accommodation 
among country banks. 

Under the provisions of the 1933 law, any member bank which 
obtaiiis funds from the reserve bank by means of its collateral 
note is subject to the rule that, if warned by the reserve bank or 
the Board against increasing its loans against stocks and bonds, 
any increase in such loans during the life of its loan at the reserve 
bank makes the loan immediately due and payable, and the bank 
loses its right to borrow at the reserve bank for some period 
designated by the Board. 

Relative importance of rediscounting and direct borrowing on 
collateral notes by member banks. It is significant that col- 
lateral notes secured by United States Government obligations 
are a more important instrument for obtaining credit from the 
reserve banks than eligible paper. This fact is clearly shown 
in Tables 24 and 25. The figures cover years when the open- 
market operations of the reserve banks did not swallow up mem- 
ber bank borrowing and rediscounts. 

Emergency borrowing. During the banking troubles of 1932 
and 1933, member banks in some instances were without suf- 
ficient eligible paper to enable them to obtain help from the 
reserve banks. Two amendments were added in 1932. The fcst 
(Section 10a) permits member banks without eligible paper to 
borrow from the reserve banks by forming groups of five or more* 
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TABLE 24 

Types and Annual Volume op Bills Discounted fob Member Banks 
BY THE Federal Reserve Banks * 

(Volume of Bills in Thousands of Dollars) 


Rediscounts: 

me 

1927 

Commercial and agricultural paper 

S 1,938,435 

$ 1,323,977 

Demand and sight drafts 

12,676 

9,076 

Bankers’ acceptances 

175 

214 

Trade acceptances 

20,316 

15,897 

Paper secured by U. S. Gov’t obligations 

13,554 

8,986 

Member Bank Collateral Notes: 

Secured by U. S. Gov’t obligations 

$28,178,295 

$24,145,934 

Secured otherwise 

7,518,686 

6,430,523 

Average Maturity of Bills: 

Rediscounted bills 

5428 days. 

57.97 days. 

Collateral notes 

5.48 days. 

5.58 days. 


I* Annual Report of the Federal Reserve Boards ld27, p. 154. 


TABLE 25 

Bills Discounted for Membek Banks and BDejld by the Federal 
Reserve Banks* 

(In Thousands of Dollars) 

Rediscounts : December $1, 19S7 December 31, 1929 


Commercial and agricultural 

$ 87,803 

*170,995 

Demand and sight drafts 

182 

83 

Bankers’ acceptances : 


31 

Trade acceptances 

1,400 

2,177 

Paper secured by U. S. Gov’t obligations 

163 

755 


$ 89,548 

*174,041 

Collateral Notes: 

Secured by U. S. Gov’t obligations 

. $417,566 

*352,773 

Secured by eligible paper 

74,389 

105,607 


* Annual Report of the Federal Reserve Board, 192T, p. 138; 1329, p. 132. 


The liability of each bank of the group for funds jointly borrowed 
is limited to an nmoipt equal to the proportion of its deposits to 
the total deposits of the group. Security for loans advanced to 
members of the group is provided by the deposit of suitable 
collateral with a trustee. Another amendment (Section 10b) 
permitted the reserve banks in exceptional circumstances to make 
advances directly to members without adequate eligible paper, 
when secured to the satisfaction of the reserve bank. This right 
expired! in March, 1035. 
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Borrowing on noneligible paper under Section 10b.® This 
section permits a reserve bank, under regulations of the Board of 
Governors of the Federal Reserve System, to make advances to 
member banks upon their demand or time notes having ma- 
turities of not over four months, secured to the satisfaction of the 
Federal reserve bank. Such notes are to bear interest of not less 
than 14 of 1 per cent above the highest prevailing rediscount rate. 
Since the cost of this type of advance is greater than the cost of 
rediscounting or borrowing upon United States bonds or eligible 
paper, it will be used only in case of necessity. It should remove 
completely the necessity for group- borrowing as permitted by 
Section 10a. 

The regulation of the Board of Governors specifically names 
the t 3 rpes of paper eligible as collateral for advances under this 
section.® In explaining its choice of eligible collateral which may 
be used by member banks borrowing under Section 10b, the 
Board says; “Experience has demonstrated that the solvency of 
banks is better safeguarded by careful regard to the quality of 
the paper that they acquire than by strict observance of the form 
that this paper takes. Strict eligibility requirements in the past 
did not save the banking system from collapse. Greater empha- 
sis on soundness and less emphasis on form is, therefore, a sound 
banking principle.” 

The Board’s interpretation of Section 10b very largely nullifies 
the elaborate rules governing eligibility requirements for re- 
discounts, since, by the payment of a slightly increased rate, a 
member is assured of accommodation without regard to whether 
or not it possesses eligible paper. If advances to members under 
this section are intelligently made for strictly short-time needs, 
they will be beneficial. It would, indeed, be most unfortunate, 
however, if they should become the means of permanently diift- 


* This section was added in 1935. 

® These types comprise the following: 

L Paper otherwise eligible bnt with a maturity greater than that permitted 
under the rules of eligibility for redLscotmt. 

2. Investment securities. 

3. Paper arising from security loans made subject to the provisions of 
lation IJ. 

4. Mortgages insured under Titles I and II of the National Housing Act. 

5. Other approved real estate mortgage loans. 

6. Obligations of the Federal, home loan banlcs and' the Federal farm credit 

institutions, regardless of maturities. , ^ t ‘ 

7. General obligations of any state or political subdivision thereof. 

3. Installment sale paper. ' * ; ■ 

9. Any other assets which are satisfactory to the Federsd Feserre b^nk; ^ ; 
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ing unliquid assets from member bank portfolios to those of the 
reserve banks. 

Marginal collateraL Reserve banks may and do require 
marginal collateral against advances to member banks. This 
is likely to occur when a member is borrowing excessively or 
when the paper offered is not entirely satisfactory. The extra 
collateral offered may or may not be, in itself, eligible for re- 
discount. 

The Board of Governors is attempting to minimize the practice 
of requiring additional collateral. When reserve banks require 
more than a 25 per cent margin of excess collateral on rediscounts 
or advances to member banks (except on the collateral of United 
States obligations), they must explain the reasons in a special 
report to the Board. Moreover, whenever a member bank offers 
United States obligations, direct or guaranteed, as collateral for 
loans at a reserve bank and receives less than the face value, spe- 
cial explanation must be made by the reserve bank to the Board. 
Thus, the previously unwritten policy of the Federal Reserve 
System of making loans on government securities at par, regard- 
less of the market price, is now formally recognized by the Board 
in its regulations.^® 

Collection of advances to members. When a member has bor- 
rowed on its collateral note, the reserve bank charges the amount 
of the face of the note to the bank’s accoimt on the due date. 
When paper has been rediscounted, it is returned to the member 
bank at a suitable time before it is due and charged to the mem- 
ber’s reserve account on the day it is due. If the paper is pay- 
able elsewhere than at the location of the member, the reserve 
bank wiU, if instructed, send the paper throu^ its collection sys- 
tem for collection. On the due date the amount is charged to the 
member’s reserve account, and when the proceeds are received 
by the reserve bank, they are again credited to the member’s ac- 
count. 

Direct loans to industry. It was the original intention of the 
framers of the Federal Reserve Act that the Federal reserve 
banks should be bankers’ banks. Their dealings with the gen- 
eral public were to be limited to the purchase and sale of bills of 
exchange and certain types of securities in the open market. 
The failures of 1931 and 1932 so shattered public confidence in 
the solv^cy of banks that bankers generally attempted to in- 
crease tbe liquidity of their assets by loan reductions. Business- 


A, Seotiod 3<d), (e). 
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men complained that they were unable to receive accommodation 
at their banks necessary to finance current trade. In answer to 
this complaint, the following amendments to the law have pro- 
yided for direct advances to industry by the reserve banks; 

1. Section 13 was amended (July 21, 1932) to permit the Fed- 
eral Reserve Board (now the Board of Governors), upon a vote 
of not less than five members, to authorize any Federal reserve 
bank to discount for individual firms obligations technically 
eligible for rediscount and satisfactorily secured. The borrow- 
ing firm must prove its inability to obtain adequate credit else- 
where. 

2. Section 13 was again amended (March 9, 1933) to permit 
the Federal reserve banks, under regulations of the Board, to 
make advances to individuals or firms (including banks) for 
periods of not over 90 days on the security of direct obligations 
of the United States. 

3. Section 13b was added (June 19, 1934) providing that, un- 
der authority of the Board, reserve banks may make loans to 
established industrial or commercial firms unable to obtain neces- 
sary credit on a reasonable basis elsewhere. Such loans are for 
working capital purposes and extend for a period of not over five 
years. The reserve banks may also purchase or agree to pm*- 
chase such obligations from any financial institution which agrees 
to assume at least 20 per cent of any loss which may arise. The 
gross amount of such loans is limited to the combined surpluses 
of the reserve banks on July 1, 1934, plus any amount not ex- 
ceeding $139,299,557 which might be paid over to the teserva 
banks by the Secretary of the Treasury. 
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Federal reserve bank obligations. The outstanding liabilities 
of the reserve banks are deposits and notes. These obligations 
originate in the same manner as do those of ordinary banks — 
namely, from the deposit of cash and the making of loans. Fur- 
ther, they resemble the deposit and note obligations of ordinary 
banks in another way: to the owners of such obligations they are 
the equivalent of cash. 

It thus happens that the cash resources of ordinary banks are 
made up mainly of the obligations of the reserve banks; to a 
lesser extent, silver certificates and United States notes constitute 
a part of the currency held by banks. Moreover, deposits in 
banks other than the reserve banks are the equivalent of cash 
to a depositing bank and are especially important in the case of 
nonmember banks. However, variations in tbe cash resources 
of member banks and currency in hand-to-hand circulation con- 
sistently reflect variations in the obli|ations of the reserve banks.^ 

Federal reserve notes. It will be recalled that one of the 
major defects of the American banking system prior to the estab- 
lishment of the Federal reserve banks was the inability of banks 
to meet seasonal currency demands without causing undesirable 
pressure and disturbance in the central money markets. As was 
pointed out in the discussion of that problem, the ability of the 
banking system to meet demands for currency and for loans re- 
sulting in more deposit credit is dependent not so much upon the 
form of bank note issue available as upon the existence of ade- 
quate excess reserves. The reserve banks, as we have seen, are 
in a position to hold excess reserves. The effectiveness of these 
exoess reserves in providing ciwreney elastidty is enhafteed by the 


must be pomted ouft that this would not necessarily be strictly true if 
gold moveniefnts into or out of the country were operating to affect bank, 
reserves and the law permitted banks to hold gold among their assets. 

28T 
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ability to issue notes on a minimum gold certificate reserve of 40 
per cent.® 

Federal reserve notes are the obligation of the United States 
Government, and since the act of June 5, 1933, which repealed 
the gold clause in contracts, they are full legal tender. Further, 
they are the obligation of the issuing reserve bank. One reserve 
bank may not pay out the notes of another reserve bank under 
penalty of a 10 per cent tax. Instead, they must be returned 
to the issuing bank. 

The requirements for Federal reserve note issue are: 

1. Application is made by the reserve bank to the Federal re- 
serve agent, who receives notes from the Board of Governors of 
the Federal Reserve System. 

2. The application for note's must be accompanied by a tender 
of collateral td an amount equal to the notes issued to the reserve 
bank. This collateral may consist of: 

(q) Notes, drafts, bills of exchange, or acceptances acquired 
under Section 13 of the Federal Reserve Act. This in- 
cludes rediscounted, eligible paper and collateral notes 
of member banks secured by eligible paper or govern- 
ment bonds. Such collateral .shall not include agri- 
cultural paper with a maturity in excess of six months, 
unless secured by readily marketable staple agricultural 
products or chattel mortgages upon livestock being 
fattened for market. .Advances made by the reserve 
banks to members under regulations of the Board in ac- 
cordance with the provisions of Sections 10a and 10b 
are also not available as collateral for Federal reserve 
notes. 

(6) Bills of exchange indorsed by a member bank and bank- 
ers’ acceptances bought in &e open market. 

(c) Gold certificates (including , gold before January 30, 

. 1934). 

(d) Direct obligations of the United States. The privilege, 
of using these as collateral was first granted February 
27, 1932, on a temporary basis and was periodically 
renewed for limited periods. The amendment of June 
2, 1946, made the privilege a permanent one. 

2, One should notice, however, tibet this is true osabr beeai^ the^r^rve benks 
largely refrain from expanding their credit for other than seasonal and esn^ 
gency needs of members- 
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3. Each reserve bank is required to maintain a reserve in gold 
certificates of not less than 25 per cent of its notes in actual cir- 
culation. 

(а) Gold certificates deposited with the agent as collateral 
may be counted as part of the 25 per cent gold reserve 
against notes, but not toward the satisfaction of the 25 
per cent reserve requirement against deposits. 

(б) Gold certificates deposited with the Board of Governors 
in the Interdistrict Settlement Fund may be counted 
as reserve against both note issues and deposits.. 

4. Reserve banks must maintain a redemption fund for Fed- 
eral reserve notes in the Treasury of the United States. This 
fund must equal at least 5 per cent of the notes issued without 
gold certificate collateral and may be counted in satisfaction of 
the 25 per cent reserve requirement. The Federal reserve agent 
also maintains a redemption fund with the Treasury against such 
part of the Federal reserve notes as are backed by gold certificates 
in his hands. 

5. The Board of Governors may, throu^ the agent, grant or 
reject an application of a reserve bank for Federal reserve notes. 
Further, it may levy an interest charge, if it sees fit, on notes is- 
sued against collateral other than gold certificates. 

Significance of collateral behind Federal reserve notes. It 
seems to have been the belief of tln^e re^onable for the original 
form of the Federal Reserve Act that currency should be issued 
only against self-liquid^ing commercial paper. Thus, it was 
thought, an automalac elastknty would be introduced into the 
note issue. In times of active business, member banks would 
rediscount busines^en’s notes, and the reserve banks in turn 
might use such notes as collateral for currency as needed. A 
slackening of busmess, with a ecmsequent decline in loan and 
currency requirements, would be acomapanied by a reduction in 
rediseounts, a reduction in coUatend hdd against notes, and thus 
a reducticfli of note issue. Since the claims of the holders of Fed- 
eral reserve notes agaiast the issuing banks are prior to all other 
dain^, it is unpeascaifaWe to believe that the segregation of col- 
lateral against Fed^red reserve notes was made for the purpose 
of adding ^ the security of the notes. Howeva?, the faith in the 
stegtegaWtm ef ^^)eeial eoUaterai as a device for insuring the ex- 

of Federal reserve notes has been 
with the gradual exiianmon of papm* eli- 
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gible for use as collateral. On September 7, 1916, member banks 
were authorized to borrow at the reserve banks on their own 
15-day notes secured by eligible paper or United States bonds. 
This paper was not made eligible as collateral for note issue until 
June 21, 1917. In the meantime, the 1916 amendment made 
available as collateral bills of exchange indorsed by member 
banks and bought in the open market by the reserve banks. The 
amendment of 1917 provided that not only collateral notes of 
member banks, but also gold and gold certificates might be used 
as collateral for Federal reserve notes. At present the most 
ardent believers in the efficacy of securing bank notes by commer- 
cial paper collateral must seriously question the genuine im- 
portance of collateral requirements under the existing law. 

At times the collateral requirements have proved embarrassing 
to the Board of Governors in the execution of its credit policy. 
The best example arose in 1931 and 1932. At that time the 
Board was following a policy of building up the reserves of mem- 
ber banks through reserve bank purchases of government bonds 
in the open market. As a result of this practice and the declining 
demands for bank credit, borrowing and rediscounting by mem- 
ber banks had fallen to a point of relative insignificance. The 
reserve banks were therefore without discounted paper eligible 
to be used as collateral for Federal reserve notes and were com- 
pelled to resort to the use of gold and gold certificates. The 
'Tree gold” (that part of the gold holdings which was not being 
utilized as note collateral and required reserve against deposit 
and note liabilities) was thus reduced. Any considerable de- 
mand for gold for export or hoarding depleted the free gold to the 
danger point. Under these circumstances it was feared that the 
reserve banks would be compelled to reverse their open-market 
operations, sell bonds, and force member banks to rediscount in 
order that collateral for note issue in substitution for gold might 
be obtained. This difficulty led to the temporary provision that 
the Board of Governors might pernait reserve banks to offer direct 
obligations of -the United States as collateral. By so doing, the 
reserve banks could continue to ease the money market by pur- 
chaang and holding securities in the face of a- drain of gold. 
The 1945 amendment very properly removes all restrictions on 
the use of United States obligations as collateral and constitutes 
a real improvement. It would be quite as sensible, however, to 
abolish entirely collateral requirements for Federal reserve notes. 

Federal reserve bank notes. In addition to the issue of Fed- 
eral reserve notes, the reserve banks were originally permitted to 
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issue a bond-secured note similar to the notes of national banks. 
The occasion arose out of the expectation that national banks, 
freed by the new act from the necessity of maintaining in the 
Treasury a deposit of government bonds bearing the circulation 
privilege, would wish to dispose of these bonds and reduce their 
circulation. To facilitate this disposal, the reserve banks were 
authorized to purchase not over $25,000,000 of the bonds an- 
nually. The reserve banks were given the option of converting 
these bonds, which bore 2 per cent interest, into other United 
Statesi obligations without the circulation privilege or of using 
them as a basis for Federal reserve bank notes in the same man- 
ner as did national banks. Actually, the bonds so sold to the 
reserve banks were unimportant, and the issue of Federal reserve 
bank notes was correspondingly small. However, at two par- 
ticular times Federal reserve bank notes came into use in a man- 
ner not intended by the original law. 

In 1918 Congress passed the Pittman Act, which provided for 
the sale of $350,000,000 of silver dollars as bullion and the with- 
drawal of a corresponding amount of silver certificates. To fill 
the gap in the circulating medium without forcing an extra bur-* 
den upon their reserves, the reserve banks were auHiorized to 
issue Federal reserve bank notes to an amount equal to the silver 
dollars sold as bullion upon deposit of United States certificates 
of indebtedness or one-year gold notes with the Treasurer of the 
United States. The law provided for the repurchase of domestic 
silver at $1 per ounce to an amount sufficient to replace that 
originally melted and sold. The Federal reserve bank notes were 
to be retired as silver was rebought and coined. The maximu m 
volume of Federal reserve bank notes outstanding under this law 
was $261,039,000. The repurchase of silver and the retirement of 
the notes was completed in the early 1920’s. By the end of 1922 
Federal reserve bank notes in circulation were reduced to $2,770,- 
000 . 

The second important occasion for the use of Federal reserve 
bajik notes arose in connection with the banking holiday of 
March, 1933. At that time all of the banks were closed by presi- 
dential proclamation in order to stop the rapidly increasing panic 
and bank failures. The problem of reopening the solvent banks 
involved not only the determination of which banks should be 
opened, but also the method to be used to assure the possibility 
of meeting any renewed public demand for currency in exchange 
fpr b^k depoteiis. .Thie matter was handled by: (1) giving all 
banks, both metober and nonmember, the ri^t to borrow on ade- 
quate se^suritj^ friten the reserve banks during the emergency; and 
(2)( autiioHzing. the reserve banks to issue Federal reserve bank 
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notes upon the security of any United States bonds or upon any 
notes, drafts, or bills of exchange acquired under the law and de- 
posited with the Treasurer. These notes could be issued to the 
full face value of United States obligations and to 90 per cent 
of the value of other paper. Thus there was available an almost 
limitless supply of currency for the reopened banks to meet any 
public demand for currency on their reopening. The Federal 
reserve bank notes were especially appropriate for emergency 
currency. The fact that they were the obligation of the reserve 
banks, and legal tender, guaranteed their acceptability; they re- 
quired no gold reserve, and their quantity was thus limited only 
by the volume of paper which found its way into the reserve 
banks. This privilege expired with Hie passing of the emergency. 
However, the reopening of the banks was not accompanied by an 
increase in hoarding, and the use of this emergency form of Fed- 
eral reserve bank notes was unnecessary. The high point in the 
issue was in December, 1933, when it reached $208,000,000. 

The only two issues of United States bonds bearing the circula- 
tion privilege were called for redemption July 1 and August 1, 
1935.® With their retirement and the expiration of the emer- 
gency provisions described above, the possibility of further issues 
of Federal reserve bank notes come to an end.* The amendment 
of 1946 abolished the authority to issue Federal reserve bank notes. 

Federal Reserve Bank Management 

The boards of directors of the Federal reserve banks. Each 
of the twelve Federal reserve banks is directly under the manage- 
ment of a board of nine directore. These Sectors are divided 
into three classes. Class A directors, three in number, are repre- 
sentatives of the member banks of the district and are chosen 
from the ranks of the bankers themselves. Class B directors, 
also three in number, are persons actively engaged' in business 
other than banking. Both Class A and Class B directors are 
elected by the member banks. For purpose of such election, 
the Board of Governors classifies member banks of each district 
into three groups according to size (large banks, middle-sized 
banks, and smal] banks), and the banks of each group elect one 
Class A and one Class B director. Any memba* bank may nom- 
inate a candidate for each class. Each member has one vote, 

^Federal Reserve Bulletin, Jxily, 1935, p. 413. + v. zh 

* To conserve Idbor atid materials dnfing the war the Boara ei Gwre^orH 
authorized the Federal reserve h^s to utilize Federal reseire notes pHated 
as emergency currency during the banking holiday in March, 1933. These 
ajSiounting to about $660,000,009, were issued in a manner tden^qal to 
Federal reserve note issue. The saving in printing costs is estimate, at $309,000^ 
{Federal Reserve Bulletin, Jiinuary, 1943, p. 12.) 
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with the limitation that one one member may have the privilege 
of nominating and voting for directors when two or more member 
banks in one Federal reserve district are affiliated with the same 
holding company. The remaining three of the nine directors 
are appointed by the Board of Governors of the Federal Reserve 
System and are known as Class C directors. One director, who 
must be a person of “tested banking experience,” is designated as 
Federal reserve agent and chairman of the board. He is the 
official representative of the Board of Governors in all delibera- 
tions on the affairs of the reserve bank. Another director from 
Class C is named deputy chairman. The Federal reserve agent 
appoints such assistants as seem necessary. 

The chief executive officer, responsible for the actual adminis- 
tration of the affairs of a reserve bank, is the president. The 
president and vice-president are appointed by the board of di- 
rectors of a reserve bank for a term of five years, subject to the 
approval of the Board of Governors. Previous to the Banking 
Act of 1936, the board of directors appointed an executive officer 
commonly known as the governor of the bank. The new ar- 
rangement strengthens the hand of the central authority, the 
Board of Governors, in its management of each reserve bank, 
since it may indicate its approval or di^pproval of a president of 
a particular reserve bank every five years. 

Management of Federal reserve ^nk branches. The Board 
of Governors is authorized to permit or require reserve banks to 
establi^ branches within their respective districts, each branch 
to be managed by a board of directors of not more than seven nor 
less than three. A majority of one is appointed by the reserve 
bank and the remainder by the Board of Governors. 

The Board of Governor&i Under the 1935 amendments to the 
Federal Reserve Act, the chief ee&jcutive body of the Federal Re- 
serve System is now called the Board of Governors of the Federal 
Resrare System, instead of the Federal Reserve Board as it was 
previously designated. Its membership is made up of seven ap- 
pointees of the Pre^dent, who are approved by the Senate. Not 
more than ope member may be appointed from any one district, 
and “the President diall have due regard to a fair repesentation 
of tibe financial, agriculturai, and commercial interests and geo- 
^aphical i -divi^ms of the country.” Appointments hold for 
fourteesn years; and the terms are so -arranged thjd; the term of 
only one member will esspire during any two-year period. Mem- 
hei^ are inrt (SligS^e tb reappointment, nor nlayiicey resi^ their 
P^iiq!^.’be£^r^ l|]|e ‘end -of them teamis and accept any poritkoi 
with a member bank within two years. Two members are ap- 
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pointed as chairman and vice-chairman, respectively, for four- 
year periods. The one designated as chairman is the chief 
executive ofi&cer. 

The new organization of the Board became effective February 
1, 1936. Besides involving a reduction in numbers from eight 
to seven, it divorces the Board of Governors from the fiscal poli- 
cies of the Federal Government by depriving the Secretary of 
the Treasury and the Comptroller of the Currency of their mem- 
bership, which they previously held ex officio. This change had 
long been desired by those who felt that credit policies of the 
banking system should not be made subservient to the fiscal needs 
of the government or to the political necessities of the existing 
administration. It seems doubtful that it wiU ever be possible 
to prevent credit policies of the Board of Governors from being 
influenced by the government’s needs in time of war or other 
emer^ncy, if indeed it would be desirable to do so. However, 
the change makes for a desirable enhancement of independence 
of the Board of Governors. 

Powers of the Board of Governors. Many of the powers of 
the BPard of Governors have been mentioned in connection with 
the particular banking functions to which they apply. Although 
it is unnecessary to repeat all of these powers here, certain powers 
pertaining to the general’ management of the Federal Reserve 
System must be considered: 

1. Each Federal reserve bank has the power to establish rates of 
discount on each class of paper, with “a view of accommodating 
commerce and business.” Such rates are established every 14 
days, or oftener if die Board of Governors desires it, and are sub- 
ject “to review and determination” of the Board. The require- 
ment that rediscount rates be set every 14 days, or oftener, was 
added in 1935 to increase the authority of the Board over redis- 
count rates. Previously the Board had no real power to compel 
reserve banks to change their rates. Now, since new rates must 
be set at least every two weeks, the Board is in a position to con- 
trol them by virtue of its veto power. 

2. The Board of Governors may, in its discretion, examine the 
affairs of each reserve bank and member bank. It shall publish 
weekly statements of the condition of each reserve bank. 

3. By a vote of five members, the Board may require Federal 
reserve banks to rediscount for one another. 

4. The Board of Governors may su^nd, for a period not to 
exceed 30 days, plus renewals for 15 days, any of the reserve re- 
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quirements specified in the Federal Reserve Act, provided a grad- 
uated tax is placed upon the deficiencies allowed. This power 
includes, obviously, authority to suspend the reserve require- 
ments for members as well as for the reserve banks. However, 
the power to suspend reserve requirements of member banks has 
never been used, and it is unlikely that any need for such sus- 
pension will arise. Member banks in generd may be relieved of 
reserve shortage either by rediscounting or by obtaining other 
direct advances from the reserve banks or through the expansion 
of open-market purchases of United States obligations by the 
reserve banks. The plight of particular members who find them- 
selves short of reserve, with no assets on which to obtain more, 
is not likely to provoke use of such sweeping powers as a genera] 
suspension of member bank reserve requirements, particularly 
under the liberalized rediscounting and borrowmg provisions of 
the law. The Board may vary legal reserve requirements for 
member banks between a lower limit fixed by the statutory 
amount and twice that amount. 

The power to suspend reserve requirements of the reserve 
banks is qualified by the statutory requirement that, in case the 
gold certificate reserve held against Federal reserve notes falls 
below 25 per cent, the Board shall establish a graduated tax. 
This tax shall be 1 per cent per annum upon such deficiency 
so long as reserves are not less than 20 per cent. Below this 
figure, each additional deficiency of 2% per cent bears an extra 
tax of not less than 1% per cent. This tax is paid by the reserve 
bank but is passed on to members by being added to the rates 
charged members for rediscounts and advances.* 

5. The Board may suspend or remove any officer or director 
of any Federal reserve bank and may require reserve banks to 
write off doubtful or worthless assets. . Further, it may suspend, 
for violation of the law, the operations of any reserve bank. 

6. The Board is required to make an annual report to Congress. 
Under the amendments of the 1935 act, this report must include 
a full account of its actions and those of the Open Market Com- 
mittee on all questions relating to open-market and credit pol- 
icies. 

The Open Market Committee. The Open Market Committee 
consists of twelve members, seyen of which are members of the 

^ This graduated tax is not to apply to deficiencies in reserves arising from 
an expansion < in open-market purcha^ of bonds which might occur under 
Se<^on 43 of t^e act approved May 12, 1933 (the inflation rider of the .Agri- 
eultural Adjustment Act). 
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Board of Governors. The other five are chosen by the reserve 
banks in such a manner that one represents the reserve bank of 
New York, one the reserve banks of Boston, Philadelphia, and 
Richmond, one the reserve banks of Chicago and Cleveland, one 
the reserve banks of St. Louis, Atlanta, and Dallas, and one 
the reserve banks of Minneapolis, Kansas City, and San Fran- 
cisco. 

It is evident that the Board of Governors may, if it acts as a 
body, completely dominate the actions of the Committee. Since 
it is unlikely that such unity of action will ever materialize, the 
representatives of the reserve banks may be expected to play 
an important part in the Committee’s decisions. The 1935 act 
puts the Open Market Committee absolutely in control of the 
open-market operations of the reserve banks, since none “shall 
engage or decline to engage in open market operations under sec- 
tion fourteen of this act except in accordance with the direction 
of and regulations adopted by the Committee.” The actions of 
the Committee are to be “governed with a view to accommodat- 
ing commerce and business and with regard to their bearing upon 
the general credit situation of the country.” 

The open-market , operations of the reserve banks have always 
been subject to the “rules and regulations” of the Board, but the 
original act provided no machinery for centralized control of this 
important function. Originally the open-market operations were 
intended mainly for the purpose of supporting and developing 
the market for bankers’ acceptances and treasury bills, and to 
provide the reserve banks with- earning assets, Each reserve 
bank made its purchases and sales in the open market independ- 
ently. Later, the need for some co-ordination in such matters 
appeared, with the result that in 1922 an informal conamittee was 
formed consisting of the. governors of the five largest reserve 
banks. This committee at first undertook merely to co-ordinate 
the actual purchase and sales of government securities. In 
October of the same year, it undertook to make recommendations 
in regard 'to open-market transactions.' - 

In 1923 the Board set up an open-market investment commit- 
tee, consisting of the same members as the old committee, with 
the duty of recommending open-market operations to the Board 
and to the reserve banks, and to execute them throu^ the open- 
market investment account.* Purchases were made in the open 

^Bui^ess, W. Eandolph, The Reserve Banks and the Money Market, Kerw 
York, Hajrper <fe Bros., 1927, first edition, pp. 216-217. 

«/6id.,pp. 219-220. . : 
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market and prorated among the several reserve banks in amounts 
previously agreed upon by such banks. 

The act of 1933 created a Federal Open Market Committee, 
consisting of one representative of each Federal reserve bank, to 
confer with the Board and to execute open-market policies as 
determined by the Board. Participation in open-market opera^- 
tions was at that time still optional with the individual reserve 
banks. It was not until 1935 that participation was made com- 
pulsory. 

The Federal Advisory CovmciL The board of directors of 
each Federal reserve bank annually chooses one representative for 
membership on the Federal Advisory Council. This Council 
meets in Washington four times a year, or oftener, at its own 
option or upon the call of the Board of Governors. It has the 
power to confer with the Board on general business conditions 
and to advise the Board on general matters of policy.'^ Since the 
Council is without any real authority, it is impossible to measure 
its effectiveness, but its membership contains some of the best- 
informed and most experienced bankers in the respective dis- 
tricts represented, and its advice must, therefore, be of consider- 
able value to the Board. 

State Bank Membership 

When the Federal Reserve System was organized, national 
banks were required, on penalty of loss of charter, to become 
members and subscribe to stock in the Federal reserve banks. 
State banks, however, were not subject to this compulsion, and 
they quite generally refrained from joining. As late as Decem- 
ber 31, 1916, only 37 state banks were reported as members. 

In addition to the natural conservatism of bankers, which led 
them to avoid joining, fhe yet untried system, there were some 
definite objections to state bank membership at the time. The 
original Federal Reserve Act provided for membership by state 
banks under the conditions that: * 

1. Their paid-up unimpaired capital be sufficient to entitle 
them to become national banks in the location where situated. 

' 2. They be issued a permit by the Federal Reserve Board. 

3. They conform to tiie reserve requirements of the Act. 


^ Federal Reserve Act, Section 12. 

•Federal Reserve Act, Section 9, as, enacted December 23, 1913.. 



298 


FEDERAL RESERVE SYSTEM 


4. They conform to the provisions of the law imposed upon 
national banks as to : 

(o) The size of individual loans. 

(6) The prohibition against the purchase of or loans on the 
bank’s own stock. 

(c) The impairment of capital. 

(d) The payment of unearned dividends. 

5. They conform to any rules and regulations set up by the 
Board. 

6. They make reports to the Comptroller in the same manner 
as national banks and submit to examination by the Comptroller 
and by the Federal reserve bank or the Board at the option of the 
examining authorities. 

These restrictions were objectionable to most state banks. In 
many states the limit on individual loans was more lenient than 
the national bank limit. At first the reserve requirements of the 
Federal Reserve System did not satisfy state reserve require- 
ments. Further, thie possibility of examination by the Comp- 
troller of the Currency and the representatives of the Federal 
reserve banks, in addition to examination by state authorities, 
w^as not attractive, even though in practice the national bank ex- 
aminers never did examine state member banks.® .The final 
omnibus authority of the Federal Reserve Board to formulate 
rules and regulations under which state member banks might 
operate was so uncertain that state banks doubted the advis- 
ability. of joining the Federal Reserve Systeno. Moreover, once 
they were in the system, there was no statutory provision for 
their voluntary withdrawal. This omission was considered a 
serious drawback in spite of the Board’s regulation permitting 
termination of state bank membership upon written notice twelve 
months before the date of withdraw^.^° 

State bank memberslnp during tiae First World War. The 
■entry of the United States into the First World War early in 
1917 and the resultant pressjore for finam^ing the; ^vernmental 
requirements made.- it important that the^ banjring structure 
strengthened by bringing into the Federal r(ps^ve-:^d a fubst^- 
tial part of the nonmeinber state bsnl^., Tp thisihn,(i the. amend- 
ments of the Federal Reserve Act of June 21, I9l7, clarified, and 

» Federal Reserve Bank of Richmond, "State Bank Memberdup," Letter No. 
J4f December, 1923, p. 8. ; f / * « 

p. 7./ ^ ‘ r ' . ' ; ' , r - : ' i t \ i i i ^ 
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ameliorated the state bank membership requirements. More 
specifically, the amendments provided that: 

1. Subject to the provisions' of the Act and the regulations of 
the Board, state banks tod trust companies, on becoming mem- 
bers, might retain their charter and statutory rights and might 
continue to exercise all corporate powers granted to them by their 
charters. 

2. Reserve banks might rediscount for state member banks 
only the paper of borrowers who were in debt to the bank by an 
amount not over 10 per cent of the' banks’ capital and surplus. 
This limit did not apply to bills of exchange and paper owned 
by the borrower and subsequently discounted by him at the bank. 
The old requirements that state members should conform to the 
national bank rule regarding the size of individual loans was thus 
abandoned for all paper except that offered for rediscount. 

3. State members should make at least three annual reports 
to the Federal reserve banks, instead of to the. Comptroller of the 
Currency as the old law required. 

4. State member banks should not be subject to examination 

by the Comptroller, as in the original.law. . ' . , ' ' 

5. State member banks might , withdraw from memberdiip in 
the system after six months’ written notice. • 

In addition to the improvements made in. the law as a meamt 
of encouraging the admission of state banks to the system, pres- 
sure was put upon them to join to a matter of patriotic duty. 
President Wilson called attention to the modifications in the law 
and urged that aU banka able to qualify as members diould join 
the system. From June 21, when the law was amended, until 
the end of, 1917, membership among sttoe-chartesred banks in- 
creased from 53. to 250^ while the r^urces of the state member 
banks increased &om $^5,000,000 to |5,0(K),000,000.“' By the 
end of ,1918, state bank members numbered 930, with resources 
of $7,483,000,000,. tod: by the end of 1920 they numbered 1,487, 
with retources of $10,370, 253>000. , 

State bmik majibership after ;the. First World. War. , Subset 
<|i.ent. [legislation further .increa^ the attractiveness of mem- 
b^sf^i®. • lih 1922 the rules govepimg the ri^ht of state members 
to rediseouftt weroit^odified to permit, the rediscounting of eligible 
pi8^ir)of .bofr^ers .-v^iwere pot ifi debtihl! ^ towunt greater 
than that which would have been legal if ■the ^te bank were a- 

— ; ■ ,I fioijtat'. .r,CCi 1;) r.jiCN vV' ' '..-il 

pp. 15-17. 
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national bank. This put the state member banks on a par with 
the nationals. In 1923 the law was amended to permit state 
banks to join the system if they had a paid-up and unimpaired 
capital of 60 per cent of the amount necessary to become a na- 
tional bank in the same location. Banks joining under this pro- 
vision were required to set aside as additions to capital at least 
20 per cent of their net income each year, and to conform to reg- 
ulations set up by the Federal Reserve Board. The Board ruled 
that such banks should increase their capital to the full required 
amount within five years and should set aside 50 per cent of the 
annual net earnings or all net earnings above 6 per cent of the 
capital for this purpose.^* The reduction in capital requirements 
for membership was made to attract the smaller country state 
banks, many of which possessed less than the required capital. 

Present requirements for state bank membership. The Bank- 
ing Act of 1933 introduced further changes into the state bank 
membership situation. It restored the original requirement that 
state banks becoming members should possess the same capital 
as that required of national banks similarly located. However, an 
exception was made in the case of state banks located in places 
with a population of less than 3,000. Such banks, if organized 
before June 16, 1933, or, regardless of the date of organization, if 
insured before admission to the Federal Reserve System, are per- 
mitted to become members with a minimum capital of $25,000. 
The law now also provides for the admission to membership of 
Morris Plan banks and mutual savings banks. 

' Advantages of state beink membership. Two main reasons 
have been advanced for urging or even compelling state banks 
to become members of the Federal Reserve System. First, the 
banks themselves are benefited by having access to the lending 
power of the reserve banks in time of temporary seasonal need or 
emergency need for funds. Second, the banking system as a 
whole, it is claimed, will be strengthened by bringing the state 
banks under the control of the reserve banks. Thus, a degree 
of uniformity of regulation and control is made possible in spite 
of the diversity resulting from Federal and state charters. 

In respect to the first argument, one must admit the useful- 
ness of membership to the more active commercial banks. Ac- 
commodation of commercial customers often requires an exten- 
sion of credit which results in a deficiency of reserves. Unless 


Regvlalion E, Series of 1928, Section I. 
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the bank carries ample secondary reserves other than rediscount- 
able paper, reserve bank accommodation is important. In the 
past, membership for banks without a large amount of active 
commercial business was of little practical importance except 
for its prestige value. 

Such banks in normal times had little occasion to rediscount, 
since they were in a position to make new loans only as unused 
reserves appeared. Their deposits were not of a volatile nature 
and therefore not likely to cause a heavy demand for cash on 
short notice. In fact, small members frequently made no use of 
their rediscount privileges. The doubtful nature of membership 
advantages was accentuated by the fact that such banks had 
little paper eligible for rediscount or usable as collateral for direct 
borrowing. 

During the last few years the situation has changed to some 
extent. The danger of depositors’ runs made the rediscount 
privilege more vital as bank failures i^attered public confidence. 
This reason for membership has been largely lost, however, with 
the advent of deposit insurance. The 1935 banking act permits 
borrowing by member banks on collateral notes satisfactorily 
secured. This renders Hsembeifehip more useful than before be- 
cause it makes the rediscount services of the reserve bank avail- 
able to any member with sound -assets, whether or not these be 
technically “eligible.” 

The second argument for membership is a more doubtful one. 
There is little evidence that the members of the Federal Reserve 
System, as such, have been more cfixefully regulated than the 
nonmember banks. State bank members in the past have not 
been subjected to any careful scrutiny by the reserve bank -au- 
thorities. Instead, the states bank examinations were normally 
accepted as sufficient to satisfy the reserve bank requirements so 
long as nothing radically wrong appeared., In 1934 the Board 
annoimced that thereafter the examination of state member 
banks would be made by special examiners working for the re- 
serve banks, approved by the Board of Governors. These ex- 
aminers, working under the direction of the Federal reserve agent, 
examine each state member bank at least once each calendar year, 
either independently or jointly with state banking authorities.^* 
. pi^j^Qtions to rnembership. In spite of the modifications of 
the rui^ governing membership mentioned above, state banks 


Annml Report oj tke Federal Reserve Board, 1934, p,. 54. 
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have quite generally refrained from joining the system. This 
has been particularly true of the banks in smaller towns. The 
objections to membership voiced by such banks may be sum- 
marized as follows: 

1. In many instances conformance with the minimum capital 
requirements is difficult. 

2. Member banks must necessarily participate in par collection 
and refrain from making exchange charges on checks presented 
through .tbe mails. This is important to many nonmember 
banks. Forty-seven nonpar banks in one Federal reserve district 
reported receipts from exchange charges var 5 dng from $125 to 
$500 per month. 

3. Before 1933 nonmember banks carried their legal reserve 
balances, in part at least, as deposits with their city correspond- 
ents, who paid interest on such balances. The reserve banks 
have never paid interest on member bank.balances deposited with 
them. Under the 1933 banking act all member banks. are pro- 
hibited from paying interest on demand deposits. Since city 
correspondents are normally members, the objection that mem- 
bership results in a loss of interest on reserve balances has lost’ 
its validity. 


TABLE 26 

Ntjmb^ of Mbmbbb akd Nonmbmbeb Banes * ' 


Nonmembbb 

MBiiiBEB Bakes Bakes 

Total 

All Mutml 

Date Banks Total National State Savings Others 

June 23, 1915 26,605 7,614 *7,597 17 639 18,352 

Jime a), 1917....... 27,495 7,652 7,599 53 632 19,211 

June 80, .1919 28,600 8^21 7,779 1,042 633 19,146 

June 30, 1921 30,660 9,745 8,150 1,595 634 20,181 

June 30, 1923 29B33 9,8» 8,236 1,620 628 19,349 

Dec. 31. 1925 28^; 9j489 ; 1^048 1,441 ffil 18,147 

Dec. 31, lSe7........ 25.418 [9,034 7,75Q- 1,275* , ^ 618 16^764 

Dec. 31, 1929 24,630 8,521 7,403 ■ 1,119 609 15,499 

Dec. 31, 1931 19,966 7,248 6,868 ’ 878 597 12,123 

Dee. 31, 1933 15,011 6,011 5,154 857 579 8,421 

Dec. 31, 1934., 16,042 6,442 5^462 980 .579 9,021 

Dec. 31, 1935 15337 6387 5,386 1,001 570 8,880 

Dec. 31, 1936 15,ffi8 6356 5,325 1,051 565 8,687 

Dec. 31, m7 15393 6341 ■ 5360 ' 1381 563 . ^ 8489 

Dec. 31, 1938 15306 6,338 5324 1,114 556 8,312 

Dec. 31, 1939 15,037 6362 5,187 1,175 552 8,123 

Deo. 31, 1940 14395 6i481 6441 13^ '651 ■ 7358 


• Annual Reports of the Federal Reserve 
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TABLE 27 

Deposits Othee Thak iNiEitBANK Deposits, op Member ane 
Nonmbmbee Banks* 

(la Millions of Dollaxs) 


Nonmembee 

Member Banks Banks 

Total 

AU Mutual 

Date Banka Total National State Savinga Others 

June 23, 1915 19,131 6,678 6,608 68 3,951 8,502 

June 20, 1917 26,352 10,301 9,742 559 4,422 11,630 

June 30, 1919 33,603 19,170 12,951 6,219 4,761 9,682 

June 30, 1921 35,742 20,637 12,991 7,646 5,575 9,529 

June 30, 1923 40,688 23,871 14,490 9,380 6,295 10,522 

Dec. 31, 1925 49,224 30,029 18,066 11,964 7,298 11,897 

Dee. 31, 1927 52,909 32,063 19,662 12,401 8,344 12,602 

Dec. 31, 1®9 55,289 33,865 20,290 13,575 8,916 12,608 

Dec. 31, 1931 45,821 27,432 17,271 10,161 10,105 8,284 

Dec. 31, 1933 38,505 23,771 15,386 , 8,386 9,708 5,026 

Dec. -31, 1934....... 44,771 28,943 18,519 10,424 9^28 6,000 

Dec. 31, 1935 48,964 32,159 20,886 11,273 9,963 6^42 

Dec. 31, 1936 53,701 36,893 23,107 12,786 10,143 7,666 

Deo. 31, 1937 52;440 34,810 22,655 12,155 10,257 7,373 

Dec. 31, 1938 54,054 36,211 23,497 12,714 10,365 7,478 

Dec. 31, 1939; ' 58,344 39,930 25,661 14,266 10,613 7^01 

Dec. 31. 1940 65 j021 46.007 29.214 16.793 10j658 8.356 


• Annual Beporta of the Federal Beserve Board, 

4. Members must invest an amount equal to 3 per cent of their 
. capital and surplus in the stock of the reserve bank. This bears 
only 6 per cent cumulative dividends, and banks' sometimes com- 
plain of the modest size of this return; 

In the face of these objections to membership, the advantages 
seem unimportant to many of thte smaller banks. They quite 
properly hold that the large city' cofresppndent can normally 
furnidi exactly as gpod^^rjaw in 'the way of rediscounting, lend- 
ing, and the collection of mehks at par as can the reserve banksl 
fiesides, a city corresplcndeht can h&fffly be dispensed with merely 
because 'a batik becomes' a mOidbef of the Federal Reserve Sys- 
l*im, Participatioh in the call loan market or the sale of foreign 
ekchange drafts, for example, reljuires city correspondent rela- 
tions. Eyen the execution of inei^r banks’ orders for securities 
^m^ereiai |>aper ^mS hot to fa|l within the ^ope of the 
aUthor^;i':a^ the services, pf city corre- 

19^ f ilijs encycjdpedfc woik 

detanied in- 
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FEDERAL RESERVE CREDIT POLICY 

A BANK’S credit policy is concerned witli the process of mak- 
ing loans and involves the question of the volume and the 
nature of loans. The volume is necessarily determined in the 
light of both available reserves and the need for cash assets. 
The type of loan depends, within legal restrictions, upon the 
judgment of the banker and upon the borrowers available. 

Central banks, like any others, necessarily have a credit policy 
which involves both the quantity and.'the quality of loans. The 
credit jKtlicy of central banks, however, is of particular social im- 
portance because central bank loans directly affect the volume of 
cash and cash reserves of other banks, thus determining to a con- 
siderable extent the power of the banking system as a whole to 
expand its loans. This arises from the fact that central bank 
obligations, whether in the form of notes or of deposits, are the 
equivalent of cash to the other banks and to the public. Thus 
an expansion of central bank loans gives rise to new deposit and 
note obligations and, in turn, to more reserves in other banks. 
This is irue whether the central bank lends exclusively in the 
open market, or both in the open market and to the other banks, 
as do the Federal reserve banks. It is, of course, obvious that it 
matters little just what form the central bank loans take so far 
as the effect on cash reserves of othei; banks is concerned. They 
may consist of the purchase of .bondSj loans to busTO^inen, or the 
rediscount of paper feS' oth^^janks. 

Central banks cannot be said to control absolutely the volume 
of cash reserves of the other banks. For example, between Jan- 
uary 31, 1934, when the American dollar was stabilized at its 
present gold content, and January 1, 1941, America imported 
over $14,000,000,000 in gold, which came through the; hands of 
member banks and increased their reserves accordmgly with no 
dhange in the volume of reserve bank credit. Likewise, a re- 

804 
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-versal of the inward flow of gold causes a reduction in member 
bank reserves. Changes in the public demand for currency in 
circulation cause similar changes in bank reserves. 

Primary 2 ind secondeuy credit expansion. That volume of 
bank crecht which banks extend on the basis of reserves of ea^ 
assets not arising from the loan and investment operations of the 
central bank is often referred to as primary expansion. Thus, if 
the reserve banks were completely out of the market, holding 
only cash assets, the member and nonmember bank loans would 
constitute the primary expansion. On the other hand, if the 
reserve banks were to lend $1,000,000,000 and increase the cash 
reserves of member banks by that amormt, and the member banka 
expanded their loans appropriately, the new bank credit resulting 
would be secondary expansion. 

It is only the secondary expansion of member and nonmember 
bank credit which the central banks can control by the exercise 
of their credit policies. This fact explains the desire of the re- 
serve banks to keep in touch with the money market at all timesi. 
They may do this by encouraging the banks to build up the gen- 
eral level of their loans and deposits to the point where they are 
obliged'to Jely partiaHy ^pop reserve bank credit. Sudi comtact 
is difficult to maintain in-timfis of heavy gold imports sudi as 
America has experienced froih toe td'toe since 1920. The sit- 
uation early in 1941 is a good case in point. In spite of the 
$2,184,000,000 in government securities owned by the r^rve 
banks, they were essentially out of contact with the money mar- 
ket by virtue of the fact that member bank excess reserves were 
about $5,800,000,000. Had the reserve banks sold all of their 
securities and withdrawn completely from the money market, 
member bank reserves would still have been substantially in ex- 
cess of requirements. 

A new weapon of control has been provided by the Banking 
Act of 1935, which permits the Board of Governors to vary the 
legal reserve requirements for m^ber banks in reserve and 
central reserve cities or for all member banks. The bottom limit 
is the prescribed reserves found in the Federal Reserve Act, while 
the maximum which the Board may set is twice that amount. 
It follows that control of the reserve banks over the money mar- 
ket can now be established more easily than before through this 
power to raise reserve requirements. However, when the reserve 
requirements were raised to the maximum in November, 1941, 
the mcrease absorbed but $1,200,000,000 of the excess reserve 
supply. 
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Methods of Control 

Power to control the volume of member and nonmember 
bank credit. We have seen that the reserve banks are able to 
exercise control over the volume of bank credit only through their 
control of secondary aredit expansion, and that this necessitates 
maintenance of contact with the money market. There still re- 
mains the problem of the extent of their control over secondary 
csredit expansion when this contact is maintamed. 

,• The whole question of the effectiveness of the attempts of re- 
serve banks at credit control is complicated by the fact that the 
reserve banks are essentially lenders of. last resca't for the whole 
banking system. This means that the reserve banks are ex- 
pected to lend; (1) directly to members (through rediscounting 
or on collateral notes); and (2) to dealers and others through 
the purchase of eligible biUs and Treasury obligations in the open 
market. This expectation arises from the normal rights of mem- 
bership on the one hand and the attempt to develop and maintain 
a bill market on the other. It follows that neither can be re- 
stricted unduly in the pursuit of credit policy. It also follows 
that the reserve banks must rely, for the most part, upon some 
form of persuasion to cheek applications of banks and dealers 
for aceommodations rather than upon outright refusals. 

Checks upon applications for reserve credit. These checks 
are prinaarfly found in the aHlity of reserve banks to vary the 
cost of their credit by changing their rediscount and open-market 
bnying rates. If the rates are made sufficiently high, they will 
have effect of reducing aj^lications for aocommodations and, 
in turn, of limiting reserve bank iH-edit. ^wtber check exists 
in the form of a banking taboo against continuous borrowing by 
member banks at the reserve banks. To the extent that thk 
opaates^ banks attempt to.redisoQunt only for seaisonal-cw emer- 
gency needs, being careful not to expai^ the whole scale of 
tiieir operations upon bcayowed reserves* • A third takes 
•tim form of ‘hnoral sua^^’* Tha® is.deS5gnnd tp prev^t the ex- 
pan^n bmik ^redSt for m UBdewal^ nn, borrowed 
resmves, A fourth is the ahaffute cme swi^g from the 
r^t of th#, IBoard and the res^e. baake to withdraw re&count 
and borrowing privileges, from member banks whidj make undue 
tnas of bank oredjt for the ’“speculative carrying of m la-ading in 
seeaadties, real estate, or ewnmodities, or for: my, other puipose 
ipconsist^t with the maintenaaee of sound a:edit oen^tkais ” ^ 


1 Federal Reserve Act, Section 4. 
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This check is in direct opposition to the position of the reserve 
banks as lenders of last resort and can be expected to be used 
charily, if at all. Fifth, the reserv'e bank can exercise discretion 
in determining the advisability of making advances to member 
banks in any particular instance. This power arises not only 
from its privilege of deciding when eligible paper is “acceptable,” 
but also from its duty to extend credit “with due regard for the 
claims and demands of other member banks, the maintenance of 
sound credit conditions, and the accommodation of commerce, in- 
dustry, and agriculture.” ^ 

Discretionary control of the volume of rediscounting. Since 
the Federal reserve banks hold the important position of lenders 
of last resort for member banks, they must be prepared to control 
the volume of rediscounting or at least to limit it in times of busi- 
ness expansion. Limiting the rediscounting privileges of partic- 
ular banks is obviously one possible way of accomplMiing this 
end. It is, of course, subject to the difficulties inherent in the 
exercise of discretion. These difficulties have been aptly de- 
scribed by Governor Benjamin Strong of the Federal Reserve 
Bank of New York,® and include the following points: 

1. Member banks rediscount after the occurrence of the trans- 
action which results in an impairment of reserves. To refuse 
rediscount facilities at such a time would be a serious source of 
irritation. 

, 2. With some members located at a considerable distance from 
the reserve bank, discretiop is not easy. . . , 

3. The reserve bank in practice would be confronted with the 
necessity of determining whether or not the particular reason for 
reserve impairment was such as to justify aid. 

4. Attempts to, regulate . tLe extension of ,ct6dit to particular 

banks could hardly be combined into a unified policy for control 
of the total volijme 'of- res^e bank, credit, . , 

5. If the reserve bank refuses to rediscount for a member bank, 
it has actually assumed the regponability for the refusal of loans 
!^o the' ba^’s customers, 

6. Iffie u^ of d^retion as a means of credit control might re- 
,sult in^'a ''bure^cr^ic attitude” in the reserve banks toward the 

^ibut. . 

I ' *ed., JnterprHaiMms of Fedemt Reaerve Polwy,' New 

Ywk, Haiper & Bros., 1930, pp. 190-191. 
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In spite of these difficulties, which make the dependence on dis- 
cretion a poor method of controlling the volume of rediscounting, 
such a method must necessarily be relied upon at times. In cases 
where the uniform rediscount rate for a given district exercises 
no restraint upon those members in outlying territory who charge 
high rates to customers, discretion must necessarily be exercised 
to prevent an undue use of reserve bank credit by particular 
member banks. Also, the sentiment against continuous borrow- 
ing or rediscounting is closely related to discretion. 

Under the Pederal Reserve Act, as amended in 1933, it is the 
right and duty of the reserve banks, in granting accommodations 
to particular member banks, to consider the possible undue use of 
bank credit for speculation or other purposes “inconsistent with 
the maintenance of sound credit conditions.” Further, the 
Board may suspend from all rediscount and borrowing privileges 
any member that persists in making undue use of bank credit. 
Thus there is now sufficient authority in the hands of the Board 
and the reserve banks to permit them to exercise direct pressure 
of the discretionary t 3 T)e if they care to do so. 

The rediscount rate as an instrument of credit control In 
contrast to the method of using discretion, the reserve banks may 
and do attempt to influence the volume of member bank redis- 
counts by means of the rediscount rate. The effect of these rates 
upon the volume of rediscounting by member banks has often 
been diluted. The dispute centers about the question of what 
rate, if any, can penalize a member bank sufficiently to reduce its 
willingness to reffiscount. The arguments of those who hold that 
little can be expected in the way of restricting rediscounting by 
increasing the rate may be summarized as follows: 

1. In many cases the divergence in customers’ rates between 
country and city areas in ^ny district makes i^ impossible to make 
the rediscount rate high enough to penalize the country banks 
without being prohibitive to the city banks, whose customers’ 
rates are much lower. At the same time, it is impracticable to 
attempt to charge country banks a higher rate than the city 
banks, not only because of the irritation which would arise but 
also because it would have the effect only of driving eountry 
banks to their city correspondents for accommodation. Similar 
considerations prevent wide differences in the rediscount rate of 
different districts. 

Table 28 shows the discrepancy between the rediscount rate 
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and the rate charged by members on paper offered for rediscount 
during 1923. 

TABLE 28 


Average Customers' Rate on Rediscounted Paper 
AND Avebaob Rediscount Rate by Districts, 1923* 



Federal Reserve 

Member 

District 

Bank Rate 

Bank Rate 

Boston 

4.42% 

5.07% 

New York 

4.42 

5.22 

Philadelphia 

4.50 

6.31 

Cleveland 

4.50 

6.5S 

Richmond 

4.50 

6.09 

Atlanta 

4.50 

6.25 

Chicago 

4.50 

5.62 

St. Louis 

4.50 

5.59 

Minneapolis 

4.5a 

7.93 

Kansas City 

4.50 

7.15 

Dallas 

4.50 

8.41 

San Francisco 

4.44 

5B4 


♦ Annual Report of the Federal Reserve Board , 1923, p. 7. 

Perhaps one answer to this difficulty lies in the probability 
that restrictions on banks in money centers will have a more 
vital effect on general business conditions than restrictions ap- 
plied to banks in rural areas. Another is simply that in such 
cases the reserve banks must exercise discretion,* 

2. Some critics believe that the multiple expansion possibilities 
of bank credit on the basis of new borrowed reserves make it 
impossible to shut off expansion by a high discount rate. Ob- 
viously, if a bank which borrows |1 in new reserves can lend 
some multiple of $1 (let us say $10, for example), it would be 
impossible, practically, to raise the cost of rediscounting high 
enough to make rediscounting unprofitable. This objection 
needs fiyther an^yas. Multiple expansion of new reserve cash 
into new loans and deposits can undoubtedly take place in the 
bhniking ^stem as a. whole. Moreover, it could be easily ac- 
complished by a single bank with a monopoly. But our previous 
analysis led to the conclusion that in a banking system such 
as ours, with its multitude of unit banks, it is likely that any 
^ven inwease in^^the Joans of one bank based upon newly ac- 
quired reserves would lead to a loss of cadi approximately equal 
io the loans so made. Also, the larger the banking unit involved 

^Buigeps, op. cii, p. 190. 
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in the making of the new loans, the greater would be the prob- 
ability that checks drawn by the new borrowers would fall into 
the hands of other depositors of the same bank. Such banks 
would be less likely to lose cash as the result of lending and thus 
more able to enjoy some degree of multiple expansion on the 
basis of new reserves. The existence of far-flung branch banking 
systems would be particularly conducive, therefore, to multiple 
expansion within themselves. Such banks would be less sensi- 
tive to an increase in the rediscount rate than would smaller unit 
banks. Even the unit banks might be subject to only a slight 
loss of cash while expanding loans if other banks were expanding 
loans in step or at about the same rate and at the same time. 
There is no statistical evidence as to whether or not commercial 
banks actually do expand in step during prosperity. To the ex- 
tent that they do, however, a high discount rate would be of little 
influence, since each bank would in effect be able to make a direct 
multiple expansion of loans and deposits on the basis of new bor- 
rowed reserves. 

3. It may also be argued that, without any direct opportunity 
for multiple expansion by an individual bank, it still foUows that 
a higher discount rate will not reduce loans to customers on funds 
obtained by rediscounting, because in practice rediscounting costs 
will be absorbed by the bank and not passed on to .the customer 
in the form of higher rates. It is argued that the, cost of addi- 
tional reserves obtained through rediscounting at the higher rates 
is only a small part of the total cost of making bank loans. Such 
costs include wages and salaries. of employees, rent,. interest paid 
on deposits, and the like. An increase, let us say, of 25 per cent 
in the cost of rediscounting (by a rise in the rate from 4 to 5 per 
cent) would so little affect the total costs of making loans as to 
be of no importance. An opposite view of. the effect of an in- 
crease in the rediscoimt rate is that new loans will not be made 
unless the necessary cost of getting funds for the new loan — 
that is, rediscount.costs— is met by the customers’ rate. Thus 
an, application of tie m^inal cost theory of economics would 
tend to make the custorh^! rate rise as fs-st as the rediscount 
l-ate.and remain- above. ii Govompr Stpng took a compro- 
mi^'View when he held. that , a rediscount rate witl restrict re- 
discounting if it is somewhat above the average cost of the bank’s 
loanable funds although below the averse rat® of ,retuin pa its 
average loans and investments.* Attention 'should also be called 

® Burgess, ed., op. cit., pp. 195-196. For a disCTBskm of peBaKy raifeis, see l^atriis, 
S. E., Twenty Years oj Federal Reserve Policy, Vol. I, Chapter 2. 
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to the fact that, even though banks are able to rediscount and 
re-lend at a profit, their position is thereby, made less liquid. 
An expansion of rediscounts ■ by a .member bank reduces its 
ability to obtain accommodation later by using up its quota, of 
borrowing privileges at the reserve baijk.* . 

It is probable that banks fail to take a strict marginal cost 
view in deciding rates to be charged on new loans. Moreover, 
the wish to prevent desirable customers from seeking loans else- 
where may easily persuade the banker of the advantage of lend- 
ing at rates which are unprofitable in view of current rediscount 
rates. An example of this is cited by Governor Strong in the 
case of a bank which borrowed $15,000,000 at the reserve bank 
at 7 per cent while lending $18,000,000 to a customer at 6 per 
cent.^ A substantial increase in ,the cost of borrowing or re- 
discounting may therefore be required if a member is to make 
appreciable changes in its customers’ .rates, quite irrespective of 
any tendency toward multiple expansion. 

4. It may be argued that an increase in the rediscount rate 
may fail to restrict rediscounting because the inelasticity in the 
demand for. short-time loans, in times of prosperity enables com- 
mercial banks . to make, corresponding increases, m customers’ 
rates without discouraging customer borrowing,. This argument 
would apply to manufacturers fca- whoni interest on bank, loans 
is a relatively unimportant part cf costs,- In times of large 
speculative profits it would likewise apply to stock market specu- 
lators- It may be argued, however, that traders carrying large 
stocks of goods on bcarowed money, are sensitive to changes in 
the bank rate, and a reduction -of (or increase in) borrowing 
and purchase of goods on their part would exert a powerful in- 
fluence upon the activity, of the economic system. Although 
hi^er money, rates .would probably be ineffective in restricting 
the borrowing. -of both middlemen-tradem and security specula- 
tors once a boom of simble p'oportion is under way, it is probable 
that changes in money rat^ might be effective under more nor- 
mal conditions,® 


® Sawtrey suggests a similar reluctance of banks to dispose of their liquid bills 
in order tQ expand advances to customeis. The Art of Central Banjdng, p. 153, 
et seq, ’ 

^ Burgess, 05 ?. ciL, pJ 91. 

oeH;ain to bo mammal in profit prospects, and an itt- 
tgreas^ in ^e cost of borrowed funds may prevent their being undertaken. Fur- 
tber, the member bank may reject altc^th^ loans which would have been made 
with esmea: money rates: 
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There are those who are not entirely convinced that the re- 
discount rate may be made definitely restrictive through its 
effect on Ihe cost of borrowing or rediscounting. They believe, 
nevertheless, that a change in the rate will influence member 
bank rates because it indicates the opinion in reserve bank circles 
regarding credit conditions.* 

Open-market operations as an instrument of control. The 
open-market operations of the reserve banks, as authorized by 
Section 14 of the Federal Eeserve Act, fall into two classes. The 
first class consists of purchases of bankers’ acceptances, outright 
or under resale agreements, and short-term government securi- 
ties under 15-day repurchase agreements. These have been 
called “involuntary” open-market purchases because the initia- 
tive is taken by the seller rather than by the reserve bank. The 
reserve banks in such cases stand ready to purchase all offerings 
at a stated rate of discount which is determined in the light of 
current market rates for such paper and is designed to assist in 
the maintenance of a market. City banks resort to the sale of 
bankers’ acceptances to the reserve banks as a means of increas- 
ing their reserves without rediscounting.^* Because of this fact, 
the buying rate of the reserve banks must be fixed not alone in 
view of the current rate on aeceptances but also in view of gen- 
eral credit conditions. Too low a discount rate on bankers’ ac- 
ceptances may largely nullify the effects of a high rediscount 
rate. 

The second class of open-market operations is of the “volun- 
tary” type, in which the reserve banks take the initiative. The 
voluntary open-market operations are confined to the purdiase 
and sale of government securities. It is by engaging in the pur- 
chase and sale of these securities that the reserve banks may take 
the initiative in bringing about changes in the volume of re- 
serve bank credit. The sale of bonds by the reserve banks re- 
duces by that amount the reserve balances of member banks. 
The immediate effect of this action is to drive member banks 
to replenish their reserves by the sale of bankers’ bills or ac- 
ceptances to the reserve banks or by rediscounting. Since re- 
discounting and borrowing are in the end the main reliance of 

® Burgess, W, Randolph, The Reserve Banks and the Money Market, New York, 
Harper <fe Bros. (1936 revised edition), pp, 221 and 230. Burgess definitely states 
that the most powerful effect of the change in the rediscount rate is the psycho- 
logical one. 

Ibid., pp. 172-174 
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member banks, it follows that the sale of bonds by the reserve 
banks will cause an increase in the rediscounts of members. This 
in turn causes a tightening of the money market. First, it ex- 
poses member banks to a greater extent than before to the pres- 
sure of the rediscount rate. Second, and more important in 
the minds of many writers, borrowing as a continuous policy is 
considered undesirable, and banks react to forced rediscounting 
by raising customers’ rates and generally restricting their loans 
and investments in an attempt to get out of debt. The reserve 
banks can, therefore, ease the money market by raising member 
bank reserves through the purchase of bonds in the open marke't. 
This increase in reserves permits members to reduce their bor- 
rowings and rediscounts. The reserve banks may expand their 
bondholdings to a point where member banks are out of debt 
and have a substantial excess of reserves. On the other hand, 
they may tighten the money market by selling bonds and in- 
creasing the necessity for borrowing and rediscounting. 

Sentiment against continuous borrowing by banks. Federal 
reserve authorities place much emphasis upon the sentiment 
against continuous borrowing by member banks. One reason 
for tbis emphasis lies in the fact that it harmonizes with the 
policy that one bank should not be permitted to utilize more 
than its share of the rediscount facilities of its reserve bank. 
Another reason for the importance of the enforcement and main- 
tenance of this sentiment arises frcun the fact that the genuine 
liquidity of the reserve banks themselves cannot be maintfuned 
unless members refrain from any continuous credit extension 
upon borrowed- reserves. We have seen, in our discussion of 
eligibility requirements, that it is not so much the kind of paper 
offered as a basis for borrowings (w rediscounts that determines 
the liquidity of the reserve banks as that members borrow 
only for shortrterm and for emei^ncy needs. Finally, the 
sentiment against continuous borrowing may be a powerful sup- 
port for the efforts of the reserve banks to control the volume of 
credit. It obviously makes more effective the open-market op- 
erations of the reserve banks described above. In fact, in the 
face of a strong enough sentiment of this kind, one might cease 
entirely to worry about the effectiveness of the discount rate 
and concentrate efforts of control upon the open-market opera- 
tions. ' The discount rate would be unimportant if banks could 
be relied upon to borrow only for seasonal and emergency needs. 

Burgess speaks of the traction against continuous borrowing 
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as a heritage from the old national banking system.^^ The Fed- 
eral Eeserve Board has stated: 

It is a generally recognized p^ciple that reserve bank credit should not 
be used for profit and that continuous indebtedness at .the reserve banks, 
except under unusual circumstances, is an abuse of reserve bank facilities. In 
cases where individual banks have been guilty of such abuse, the Federal 
reserve authorities have taken up the matter with the officers of the offending 
banks and have made clear to them that their reserve position should be 
adjusted by liquidating a part of their loan or investment account rather than 
through borrowi^. Abuses of the privileges of the Federal reserve system, 
however, have not been general among member banks. The tradition against 
continuous borrowing is well established, and it is the policy of the Federal 
reserve banks to maintain it.^* ■ ■ • 

In spite of these efforts to build up a tradition against con- 
tinuous borrowing, one may question the results. Governor 
Strong mentions the attempts to educate the banks in the 
matter,*’ yet he admits that; if borrowing at the reserve banks 
is profitable, members wiH not reduce their rediscounts when 
they come into possession of extra funds but will be tempted to 
make additional loans.** In respect to conditions in 1925, the 
Federal Reserve Board said: “Under circumstances such- as pre- 
vailed in the autumn of 1925, when the growth in member bank 
credit was largely 'iu loans on securities, and when the growth 
in reserve bank credit was larger than the seasonal demarid for 
currency, it was evident that a part of the member banks’ bor- 
rowings at the reserve banks- was for the purpose of building up 
their reserve balances;”*’ Later the’ Board said: “In conse- 
quence of the co-operation between reserve banks and member 
banks in working out the problems of continuous borrowers there 
has been a gradual decline in the number of member banks con- 
tinuously in debt at the reserve banks.”*® The record of con- 
tinuous borrowers during the 1923 to 1926 period is shown in 
Table 29, below. During 1924 about 15 per cent of the total 
member banks were borrowing more than their capital and sur- 
plus continuously for over one month. In 1926 only 5 per cent 
of the member banks- were so lK>rrowing. 


Ip. 219, 

12 Annual Report of the Federal Reserve. Boaard^ 1928, p. 8. 
12 Burgess, ed., op. dt., p. 90. , ^ . 

1^ Ibid., pp. 181-182. 

Annual Report of the Federal Reserve Board, 1925, p. Id.' 
i6 75fd, 1926, p.5 
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TABLE 29 

Number of Member Banks Borrowing in Excess op Capital and 
. Surplus Continuously pub a Month or More* . 


Year ' March June September December 

1923 ... ... 543 357 

1924 326 431 364 179 

1925 140 218 .202 133 

1926 Ill 193 198 113 


* Annual Report o/ the Federal Reeerve Board, 1926, p. 5. 

It remains to be seen .bow the tradition against continuous 
borrowing will fare in the face of a .pronounced commodity price 
boom. But between January, 1925, and January, 1929, redis- 
counts varied inversely with changes in open-market operations 
and the gold supply. During the interval (1925-1929), the 
country lost $353,000,000 in gold, the reserve banks disposed of 
$235,000,000 in bonds, and money in circulation dropped $15,- 
000,000. In the face of a net loss of about $573,000,000 in un- 
borrowed reserves, member banks obtained $592,000,000 through 
rediscounting and $144,000,000 through the increase in open- 
market purchases of bills by die reserve banks. During this 
four-year period, while the country was experiencing pri^perity 
and a tremendous stock mfu-ket boom, the net growth in membCT 
bank reserves was slightly less thmi $200,000,000, or about 8.8 
per cent. . This involved a substantial increa^ in rediscounts in 
the face of an increase in rediscount rates of between 1 and 1^ 
per cent. ; 

Control by diangii^ tn^ber bank reserve requirements. 
Still another weapon! remahis for the exercise of control over 
,the volume' of. memb®’ bank credit by the reserve authorities. 
The Board of Oovernorsiinay now change the legal reserve re- 
quirements of njember banks.! The amount may not be less than 
the statutpiy requiremraits iiOr more than twice that amount 
This authority .vastly expands the power of the Board over re^ 
discounting when, pressure is to be exerted upon mendier banks, 
like yolunt^ open-market operations, it enables the Board to 
force; memjWs' tp rediscount 'This' in turn forces the member 
bfmks .tPiface;!ihe restriotive ; effect of the cost of borrowing 
and the tra4itio]pi i^^inst it It has die advantage over opem 
market operations t^t the Board can make the restrictions felt 
by ^ the nMia^ Isaiils if neiMssary, lifhere^ Open-market op- 
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Summary. It is impossible to evaluate the importance of 
the several kinds of pressure which the reserve authorities can 
bring to bear on member banks to check secondary expansion of 
bank credit. As we have seen in the previous discussion, the 
effectiveness of any one of the controls depends largely upon the 
circumstances under which it is applied. The effectiveness of 
the rediscount rate is doubtful, particularly in the face of rapid 
business expansion and rising prices. The same doubt may be 
expressed in respect to the tradition against continuous borrow- 
ing. Probably more effective is the combination of these two 
controls when backed by the power of the reserve banks to deal 
voluntarily in the open market and the power of the Board of 
Governors to change member bank reserve requirements. 

Effect of government fiscal policy on bank credit. A discus- 
sion of the controls over the money market would be incomplete 
without a consideration of the part which may be played by 
fiscal policies of the government. If the government finds it 
necessary to sell bonds to finance a deficit, and the securities is- 
sued are bought by the banks, an expansion of deposit credit 
results. It is possible, however, to utilize the fiscal policies of 
the government to control the size of bank reserves. For ex- 
ample, the issue of paper money by the government directly in- 
creases the volume of legal tender money and correspondingly 
increases bank reserves. Conversely, the retirement of such 
paper money reduces bank reserves. If the government wishes 
to reduce bank reserves, it may easily accomplidi this either by 
lev 3 dng extra taxes or by selling securities and depositing the 
proceeds in the Federal reserve banks. A reversal of this process 
would increase, bank reserves, as would the shift in government 
deposits from the reserve banks to member banks. 

In order to counteract the tendency of gold imports to increa^ 
bank reserves, the United States Treasury began in December, 
1936, to purchase incoming gold out of funds obtained by the 
sale of Treasury bills. Before this practice was begun, gold im- 
ports were paid for by drafts on the reserve banks against de- 
posits created by the deposit of gold certificates issued against 
the newly acquired gold. Such drafts, of course, came into the 
possession of member banks and were utilized by them tp in- 
crease llieir reserve balances at Hie reserve banks. The policy 
of sterilizing gold imports was discontinued ja 1938. 

The Standards of Centred Bank Policy 

Central banks hold within their hands the power to influMiee 
materially the volume of bank credit. Since they are generally 
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supposed to be less affected by the urge to make profits than are 
other banks, some standard other than the profit-seeking motive 
must be used as a criterion for their credit policy. 

Neither the writers on banking nor the proponents of central 
bank policy are in complete agreement as to the proper guide to 
follow. One attitude, that adopted by Federal reserve authori- 
ties, emerges naturally from long experience with the interna^ 
tional gold standard. It represents that, within the limits set by 
the necessity of watching gold reserve ratios, the proper pro- 
cedure of the central bank is one which wiU provide adequate 
credit to finance the legitimate needs of commerce and industry. 
To accomplish this, it is necessary only to make sound loans to 
finance production and trade. Thus, the solvency of the bank- 
ing system is assured not only because such loans are self-liqui- 
dating, but also because they have no tendency to result in in- 
flation, since new credit is created only to finance new produc- 
tion. On the other hand, loans of a speculative nature, or loans 
to finance fixed capital expansion, diould be avoided, since they 
are not accompanied by a correqmndmg increase in goods during 
the life of the loan; in other words, they are not self-liquidating. 
The theory that soundly made loans of a self-liquidating nature 
cannot become the basis for an undesirable inflation is now 
pretty thoroughly exploded. Yet in spite of this, such a rule is 
wholesome from the standpoint of banking solvency under the 
gold standard, where quantitative control of credit is subject to 
little management in any particular country According to 
this view, the central bank policy diould be one of encourage- 
ment of member bank credit expansion of a strictly self-liquidat- 
ing sort and discouragement of speculative and capital loans. 
The central bank should, therefore, rediscount only self-liquidat- 
ing paper and ^ould create cash funds for members only in 
amounts needed to finance trade and industry. 

. In opposition to those who adopt the position that qualitative 
standards are the correct ones are the writers who hold that 
since stabOity of business and prices cannot in fact be achieved 
by adheren(» to a mere qualitative standard, attention should be 
centered upon the problem of so controlling the volume of Bank 
in the -form ^ draaaand'depoats'and notes’ that Ihe proper 
volume of purfehasag power is maintained. Except in a ^ctly 


17 For an extreme defend of this petition, see Willis, H, Parker, The Theory 
and Practice of Central Bankmg, New York, Harper & Bros. Dtiring mc^ of 
its hiefemy the Federal", Ees^e Board took thk apprcw^ch to its problems of 
credit poKey. 

I 
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short-run sense, this view is out of harmony with the require- 
ments of the international gold standard, whose operation pre- 
supposes, among other things, a flexible volume of money. How- 
ever, it seems to lend itself readily to application to the ptoblem 
of central bank policy, since the volume of bank credit obviously 
needs to be watchei According to this view, the nature of 
loans, assuming that they are well secured, is unimportant. 
Consequently, the central bank need not concern itself about 
eligibility requirements. Adherents to this theory look with in- 
difference upon the expansion of stock market loans and bond 
investments so long as the resulting volume of demand deposits 
and currency is correct. Unfortunately, there is still much un- 
certainty as to the correct amount of credit and the possibility 
of obtaining it under our present banking system regardless of 
the central bank credit pohcy which is adopted.^® 

The reserve ratio. Before the First World War, central bank 
policy seems largely to have been a reflection of the ebb and flow 
of the country’s gold supply. The changes in the reserve ratio 
of, the central banks were necessarily the most important con- 
sideration in determining credit policy. Any sustained loss of 
gold was the signal for restrictive measures, while an increase in 
the gold supply indicated the propriety of some expansion. Such 
a policy was required if mi international gold stmidard was to 
function effectively. 

Although central banks must respond to a loss of gold reserves, 
they need not react similarly to an increase in gold. But even 
oentxal banks are not entirely divorced from the profit motive. 
They frequently pay dividends to private stockholders, and they 
have expenses to meet. Without abandoning their role of lend- 
ers of last resort, they may and ordinarily do expand credit when 
their reserves expand. Within the limits set by the reserve re- 
quirements, central l^nis may expand and contract their cr«iit in 
order to stabilize the short-term money market. They act as a 
buffer to Aield other banks from the effects, of . seasonal and 
accidental variations in the demand for funds. In respect to 
spdb short-time variations in the volume of aredit, central banks 
may take tt^e initiative and buy and sell in the open market, or 
they may adopt a pa^ve attitude of standing ready to redis- 
reserving positive steps for dealing vdth the more funda- 
mentd changes. 


* M For » food exposition of tfsis p^ition, ^ TV of LauAfia -CJarrie’s 
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Within the limits of a credit policy finally determined by the 
size of the gold reserves, central banks very properly may ex- 
ercise pressure to restrain booms or ease the money market to 
encourage recovery from depression, particularly if the varia- 
tions in business activity are localized. It becomes more difficult 
to do this when the fiuctuations in business activity are world- 
wide. 

Stabilization of business conditions. In countries where the 
gold standard has been abandoned, the inunediate importance 
of gold reserves disappears, and central banks are in a position 
to embark ‘upon a program of credit control based on other 
standards. ,'The Federal reserve banks after the First World 
War were in a position, because of their excessive gold reserves, 
to abandon reliance upon their reserve ratio as a basis for credit 
policy. It is true that their refusal to permit credit expansion 
sufficient to utilize these excess reserves added to the difficulties 
experienced by the other gold-standard countries in reacquiring 
gold expelled during the war.' Nevertheless, the reserve banks 
were free to adopt a standard of business stability as a basis for 
credit policy. Since 1933, excessive gold imports have presented 
a serious problem. Because tHese_ imports are largely the re^lt 
of a fiight of capital from European countries to the more promfe- 
ing opportunities of Attierica, it' is undesirable, from the stands 
point of American business stability, that these imports should 
be allowed t6 become the base for an expansion, of bank credit. 

Stabifization of prices. Qo^ly allied with the attempts to 
stabilize business conditions is the .proposal that central bank 
policy should be pointed toward stabilization of prices, ^ ^uch 
a standard would' obviously be ill-adapted to a sin^e gold-stand- 
ard country. Only through ihternationd co-op&atioii among 
central banks could any. long-run a^ten^t, at l^de 'stabilization 
hope to be a success. "However, a cbunti^ an independent 
paper currency might attempt such a goal. Not .only is price 
stabilization dijfficult if not impossible for a single gold-standard 
country, but it also raises other troublesome problems. Granted, 
■ffiie' possibility of controlling the volume of credit so . as to in- 
fluen^^ prices, there remains the perplexing question of what 
price index should be stabilized, if ally; or whether prices should 
^haBy de<^aliihder sane ch(annstail<^ in the 'interest of more 
fundamental economic staHSity; iheli' ‘d®^oha wiIl be ex* 
tfmle^4nh,latef<ehapt#,’''’' ji'/" ^ 
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The Credit Policies of the Federal Reserve System 

We have already examined the various instruments of credit 
policy which are available to the Federal Reserve System. 
There remain the standards of policy and the instruments of 
control which have actually been used. 

Policy from 1914 to 1921. During the early years of the 
Federal Reserve System, credit policy was mainly passive. The 
reserve banks stood ready to assist members by rediscounting 
when necessary, but the need for rediscounting was largely over- 
come by the importation of gold from the warring- eountries. 
Between 1915 and 1918 the net excess of our gold imports was 
over 11,000,000,000. Reserve banks frequently purchased bonds 
in the open market to increase their earning assets to a point 
where they might pay expenses and dividends.^* 

The entrance of the United States into the war brought a 
tremendous demand for bank credit expansion to float govern- 
ment bond issues, and reserve bank credit policy was shaped 
for the attainment of that end. Rediscount rates were main- 
tained at low levels during the war and early postwar period. 
From 1917 to 1918 the rate on customers’ notes (secured by gov- 
enuneht bonds) varied from 3 to 4% per cent. The banks were 
encouraged to lend to customers who wMied to buy government 
bonds beyond the capacity of their current incomes. As a result 
the government was able to float an enormous volxime of bonds 
at low rates of interest. The reserve banks in turn rediscounted 
this war paper for members. On April 27, 1917, the total earn- 
ing assets of the reserve banks were $239,2^,000. By November 
29, 1918, they had grown to $2,312,357,000. The great bulk of 
these assets consisted of “war paper.” The pressure to main- 
tain low rediscount rates for the benefit of governmental fiscal 
needs continued until after January, 1920.®^ These easy money 
conditions fed the flames of the postwar boom which collapsed 
so disastrously in the middle of 1920. At the peak of the boom, 
the reserve banks were compelled to give consideration to the 
adequacy of their reserves, which approached the legal minimum 
limits. During the ensuing period of liquidation they turned 
their efforts to stemming the CTisis. It was not until 1922 that 
the reserve authorities were able to develop anything in the way 
of independent standard# of credit policy. 

i^Reed, Harold L., The Development of Federal Reserve Policy, Ro^oa, 
Houghton Mifflm Co., 1922, p. 250. 
pp. 269, 274. 
p. 301. 
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by a decline in tbe volume of bank loans for reasons that are al- 
most identical with the reasons that cause a decline in bank loans 
during depression under the present fractional reserve system. 
These reasons are: (1) the voluntary repayment of loans by bor- 
rowers who find a continuation of their indebtedness no longer 
worth while in the light of current business conditions, and (2) 
the forced repayment of loans imposed upon borrowers by the 
banks. The reasons for the forced liquidation of loans imposed 
upon borrowers by the banks are ( 1) fear of borrower insolvency 
and (2) fear of inadequate liquidity because of threatened runs 
by depositors or because of threatened loss of deposits due to gen- 
eral depression in the territory served by the bank. 

The reduction of loans by the time deposit department of the 
banks, whether voluntary on the part of the borrowers or forced 
by the banks, results in the impounding of checking or denaand 
deposits in the form of excess unused cash reserves within the 
time deposit or lending departments of the banking system. 
These excess idle reserves exactly equal the amoimt of loan reduc- 
tion. Such an impounding and immobilizing of demand deposits 
win be exactly equal to the loss of demand deposits that would 
have resulted from credit shrinkage under the present fractional 
reserve system. It is this shrinkage that the advocates of the 
100 per cent money system are so anxious to avoid. There is 
little reason for adopting such a plan merely to introduce con- 
trol over credit expansion, for an appropriate increase in the 
powers of the Board of Governors of the Federal Reserve System 
to vary member bank reserve requirements would naake it pos- 
sible for the reserve banks to exercise sufficient control to prevent 
imdesirable credit expansion under the present system. Clearly, 
the foundation for most of the enthusiasm for 100 per cent money 
rests upon the hope that it will afford an effective means for 
avoiding monetary shrinkage during depressions; But, as we 
have seen, the 100 pm* cent money plan, retaining short-term loan 
facilities, offers no assurance against credit liquidation when busi- 
ness becomes depressed. 

Credit liquidation during depressions could be avoided under 
the 100 per cent plan only if the short-term loan market were 
abolished, for only in this way could voluntary and forced loan 
liquidation be avoided. It would be insufficient, however, to pro- 
hibit short-term lending to the banks alone. If banks only were 
denied the privilege of short-term lending, evasions would surely 
multiply in the form of expanded short-term loans by finance 
companies and trade creditors. Here, again, cash fun^ would be 
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immobilized during depressions by loan reductions for many of 
the same reasons that apply to bank loans. 

In evaluating the 100 per cent money proposal, therefore, the 
expected gains in the avoidance of credit liquidation during de- 
pressions must be weighed against the economic disadvantages of 
depriving business of short-term borrowing facilities. The gains 
are not even so great as might appear at first glance. With a 
strict prohibition of all short-term lending, borrowers who other- 
wise would have reduced their loans voluntarily would under the 
100 per cent system simply hoard idle cash m time of depressiom 
A reduction in velocity would in this case be substituted for a 
reduction in the volume of money. There remains, then, only 
the possibility that 100 per cent money may avoid forced liquida- 
tion of credit at the price of the loss of the short-term loan mar- 
ket. On the other hand, panics that cause bankers, under the 
present banking system, to liquidate their loans and investments 
are not inevitable. Deposit insurance helps greatly to pre- 
vent depositor panic. Branch banking, improved stockholders’^ 
equity, and more intelligent management would go far to avoid 
the important causes of banks’ need for excessive liquidity during 
depressions. 

Government Investment ,as an Instrument of Control 

The particular weakness of the control devices available for 
stabilization efforts lies in the difficulty of combating acute busi- 
ness d^ression. The root of economic fluctuations appears to 
lie in variations in the rate of investment. Most of the proposed 
methods of control aim to reduce these variations by appropriate 
changes in the rate of interest. But such adjustments are often 
insufficient to promote recovery when the depression is severe, 
for at such times the protective marginal productivity of capital 
may be zero or even negative. Because of thisj it is generally 
j^reed that monetary management alone can hardly be effective 
without some form of direct control over the volume of invest- 
ment. This conclusion is the basis for the belief that public 
wor^ are a necessary supplement to succ^sful monetary policy 
in times of acute depression. 

The requiremente for effective use of public works. To be 
genuinely effective in expanding investment during depression, 
public works require (o) proper timing, (b) proper financing, and 
(c) widespread approval in the business and investing com- 
munity. The need for proper timing is obvious. Plans must be 
ready for rapid use if falling private investment is to be offset. 
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At the same time, public works should be gradually terminated 
with the recovery of private investment. Such a program calls 
for long-range planning, as short-run improvisation is strewn 
with pitfalls.® 

The proper financing of public works requires measures that 
win be certain to provide a net increase in investment. But un- 
less one visualizes a continually rising national debt, ultimate 
payment by the taxpayers cannot be avoided, and the proper 
timing of such taxes becomes an important question. The most 
promising procedure is to finance part of the expenditure for 
public works by expanding the government debt in the form of 
Treasury bills and notes. This policy encourages the banks to 
use their excess reserves as a basis for loan and deposit expansion. 
Government borrowing thus tends to replace private borrowing 
at the banks. In addition, the issue of government bonds will 
induce some investment by capitalists and institutional investors 
who otherwise would tend to hoard their cash accumulations be- 
cause of investment uncertainties. As a partial alternative to 
the sale of bonds, the government might impose heavier taxes 
upon large incomes from which arise heavy accumulations of idle 
savings during depressions. This, however, might have unde- 
sirable psychological results. The expansion of the government 
debt during depressions calls for its retirement during better 
times. Here, again, the timing problem may be a difficult one. 

Of quite a different sort is the problem that would attend the 
use of public works or government investment as a means of 
counteracting chtonic depression. Some economists believe that 
the approach of “economic maturity” of the capitalistic system 
inevitably leads to a condition of chronic depression owing to the 
continued lag in private investment. This view suggests that a 
return to anything like continued prosperity will require a con- 
stant expansion of government investment to fill the gap left by 
the decline of private investment and the continued high pro- 
pensity to save. 

Tinally, thp success of public works in promoting recovery de- 
pends largely upon the approval of the business community. If 
businessmen believe that public works wiU be beneficial to busi- 
ness, they wiU respond favorably, and in turn will expand their 
own investments. On the other hand, private investment will 


® Cf. Gayer, Arthur P., Monetary Policy and Economic Stabilization, New York, 
The Macmillan Co., 1935, pp. 217-219. 
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not be stimulated if businessmen generally look upon public 
works as the height of folly. Indeed, under such circumstances, 
private investment may well fall below the level that would have 
been maintained in the absence of public works. 

Composite Commodity Units as the Basis for Paper Currency 

The idea that paper money might well be based upon com- 
modities other than gold is by no means a new one. During de- 
pressions, businessmen frequently feel an acute need for funds 
that are not for the time being readily available through the nor- 
mal credit channels. At such times, the idea of coining com- 
modities into money has a special appeal. Proposals to create 
money upon the basis of stored commodities, however, have gen- 
erally been looked upon as inflationary and contrary to the best 
interests of monetary stability.^® But an interesting proposal to 
use commodities as a basis of currency issues has been advanced 
that is designed to provide and to insure stability of commodity 
prices.^^ 

A stable money based on commodities. A dollar that wfll 
have a constant purchasing power over commodities is the goal 
of all stable money plans. I^^at could be more reasonable, there- 
fore, than to insure this constancy by providing that dollars be 
made interchangeable with a given volume of commodities? Te 
do this would require the establishment of composite units com- 
prised of staple, storable, primary commodities in their proper 
proportions. The dollar value of such imits would be feed in 
accordance with the total value of the commodities included in 
them, at prices of the date chosen for beginning stabilization ef- 
forts. At any time, holders of dollars could convert them at this 
fixed rate into units of commodities. Likewise, any holders of a 
unit of commodities might present warehouse receipts for th& 
same to the monetary authority and receive paper dollars in re- 
turn. Such a system is believed to assure that the price level of 
the units of commodities used as the standard would always re- 
main- stable. If, for example, the prices of commodities making 
up the commodity unit tend to fall, such commodities, in the 

10 For a discussion of commodity money proposals of the depression years of thes 
eWy 1920's, see Foster, Wm. T., and Catchings, Waddill, Money, Boston, Hough- 
ton Mifflin Co., 1924, Chapter VII. 

Cf . Graham, Frank H., “The Primary Functions of Money and Their Con- 
summation in Monetary Policy,” American Economic Review, Supplement, 
March, 1940, and Graham, Benjamin, Storage and Stability, New York, McGraw- 
Hill Book Co., 1937. 
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proper proportions, -will be put into storage and the warehouse 
receipts will be converted into money. On the other hand, when- 
ever the market prices of the commodities tend to rise, these re- 
ceipts will be redeemed by presenting dollars, and will be sold at 
the market price. Such a system would automatically lead to 
an expansion of currency when prices begin to fall and a decrease 
in the currency whenever prices start to rise. 

Professor Graham believes that such a system of money would 
provide an automatic method of satisfying the varying degrees 
of liquidity preferences of the public. Whenever the demand 
for cash balances instead of goods increases, the public can 
quickly and easily satisfy its desires by converting goods into 
money through the money authority. Whenever liquidity pref- 
erence diminishes again, the process can be reversed. 

Objections to the plan. In order for such a plan to be effective 
in controlling general prices, it would be necessary to include in 
the composite commodity unit a representative sample of all of 
the important goods that enter the markets. This means that a 
sample list of staples would be insufficient, for there is no reason 
to expect the general price level to foUow the price of such staples. 
If, for example, a recovery period found prices of ' raw-material 
staples rising sharply, this system would reduce the quantity of 
money irrespective of the behavior of general prices. But as the 
number of such commodities that are included in the unit is 
increased, the difficulties of administration become enormously 
magnified. The problem presented by storage, for instance, is a 
serious one, while the familiar difficulty of proper proportions or 
weights of the different commodities in the representative' unit 
also presents itself. 

Moreover, there is no reason to think that this scheme would 
solve. the liquidity-preference problem satisfactorily. The in- 
dividuals who b^ome afflicted with an annoying attack of 
liquidity preference during depre^ions are by no means confined 
to merchants and dealers in merchandise. Equally if not more 
troublesome is the liquidity preference of investors in securities 
and of business firms that would normally be purchasing new 
equipment, machines, tools, buildings, and so forth. None of 
these individuals would be in a position to satisfy their liquidity 
preferences by the pledge of staples, so as to keep up the price 
of the things that they ought to buy but will not. 

On the whole, therefore, it seems highly questionable if this 
plan would prove as effective a method of controlling the mone- 
tarj’^ supply and assuring the business community that there will 
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be the right volume of money as do some of the more conven- 
tional and better understood methods. In the formation of 
monetary policy, the acute problem centers not so much in 
methods of control as in the development of proper criteria for 
action. 



Chaptee XLIX 


STANDARDS OF MONETARY AND CREDIT 
POLICY: QUALITATIVE STANDARDS 

C REDIT policy, which is the essential part of most programs 
of monetary control, may be divided into two primary classes. 
The first emphasizes the importance of the quality of bank credit. 
The second emphasizes the importance of quantity. Up to about 
1936, the credit policies of the Federal Reserve System were es- 
sentially qualitative in character. Since that time, a shift in the 
direction of quantitative standards is discernible. 

The Qualitative Standard of Credit Policy 

The conflict between the qualitative and quantitative stand- 
ards of credit policy is not a new one. An early, clear-cut ex- 
ample of the difference between these views occurred in connec- 
tion with the celebrated Bullion Report of 1810. 

The Bullion Report. Because of temporary difliculties, the 
Bank of England was permitted to suspend the redemption of its 
notes in specie under the authority of the Restriction Act of 1797. 
The government was at that time waging a great war, and found 
freedom from monetary restrictions to its liking, and for this 
reason allowed the Restriction Act to remain in force. At first 
no noticeable depreciation of the pound developed, but by 1808- 
1809 depreciation had become serious enough to attract public 
attention. The result was the appointment of a committee by 
the House of Commons on February 19, 1810, to investigate the 
reasons why the pound had depreciated in terms of gold and for- 
ei^ currencies. The report of this Committee was ordered 
printed on June 8, 1810.^ 

The Committee had occasion, in the course of its investigation, 
to inquire of the managers of the Bank of England as to whether 

1 See Cannan, Edwin, The Paper Pound of 179T-^18S1, London, P. S. King & Son, 
1925, pp. vii-xxii. 


774 , 
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or not the depreciation of the gold and foreign exchange value of 
the pound might be due to excessive issues of inconvertible notes. 
In reply, the Bank of England managers insisted that the decline 
in the value of the pound must have been due to a rise in the 
value of gold because of its scarcity on the Continent of Europe. 
It was impossible, in their view, that the value of the pound 
should decline because of the issue of notes by the Bank, for it 
issued such notes only against 'legitimate mercantile paper.^^ 
It was held unnecessary that the behavior of foreign exchange 
rates or the price of gold bullion be consulted to determine the 
correctness of the volume of note issue.^ The only requirement 
for a sound currency was that the Bank lend on self-liquidating 
commercial paper, to use a phrase made familiar by the rules gov- 
erning the rediscount of eligible paper by the Federal reserve 
banks. 

The Committee rejected this view expressed by the managers 
of the Bank of England, and branded as fallacious the idea that 
no excessive supply of currency could result from the discount of 
perfectly good bills. To quote: * 

The fallacy, upon which it is founded, lies in not distinguishing between an 
advance of capital to merchants, and an additional supply of currency to the 
general mass of circulating medium. If the advance of capital only is con- 
sidered, as made to those who are ready to employ it in judicious and pro- 
ductive undertakings, it is evident there need be no other limit to the total 
amount of advances than what the means of the lender, and his prudence in 
the selection of borrowers may impose. But in the present situation of the 
Bank, intrusted as it is with the function of supplying the public with that 
paper currency which forms the basis of our circulation, and at the same 
time not subjected to the liability of converting the paper into specie, every 
advance which it makes of capiti to the merchants in the shape of discount, 
becomes an addition also to the mass of circulating medium. In the first in- 
stance, when the advance is made by notes paid in discount of a bill, it is 
undoubtedly so much capital, so much power of making purchases, placed in 
the hands of the merchant who receives the notes; and if , those han^ are safe, 
the operation is so far, and in this its first step, useful and productive to the 
public. But as soon as the portion of circulating medium, in which the ad- 
vance was thus made, performs in the hands of him to whom it was advanced 
this its first operation as capital, as soon as the notes are exchanged by him 
for some other article which is capital, they fall into the channel of circdation 
as so much circulating medium, and form an addition to the mass of currency. 
The necessary effect of every such addition to the mass, is to diminish the 
relative value of any given portion of that mass in exchange for commodities. 

The Committee therefore, rejected the notion that the deprecia- 
tion of the pound could not have been caused by an excess note 

^Ihid.f pp. 46-60. 

« Ibid,j p. 50. 
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issu6 by the Bank of England. It recommended that resumption 
of specie redemption of notes be undertaken as a means of re- 
storing the pound to its old position. In spite of the Commit- 
tee’s recommendations, resumption was delayed until 1821. The 
rejection of the purely qualitative standard by the Committee 
was accompanied by a demand for a limited form of quantitative 
control through specie redemption. Such a quantitative stand- 
ard is, of course, necessary if an international specie standard is 
to be maintained. 

The self-liquidating commercial loan or “banking theory” of 
credit policy. The theory of bank credit that developed in Eng- 
land after Ihe resumption of specie payments in 1821 was based 
upon an acceptance of the basic rule laid down in the Bullion 
Report. The redemption of currency in specie, plus the exten- 
sion of sound commercial credit to business, came to be accepted 
as the proper test of credit policy. This was known as the “bank- 
ing principle.”^ Actually, this was not widely different from 
the theory held by the managers of the Bank of England. To 
the rule that credit should be issued only to sound businessmen 
for current purposes, the Bullion Report added the limiting fea- 
ture of specie redemption. 

It was not long until difficulties developed in the application 
of the banking principle. The occurrence of a boom in l824r- 
1825 and the crisis of 1826 indicated clearly that the mainte- 
nanee of convertibility was insufficient to guarantee a properly 
regulated mxrency. Experiences such as this led to the develop- 
ment of an (^posing school of thought which advocated the “cur- 
rency principle.” 

The “currency school!” Opposed to the banking principle 
were the members of the “currency school,” who held that the 
limits upon curren<^ and credit set by sound commercial loans 
and the conveisiohidf currency into specie were inadequate. The 
banking principle believed to lend itself to improper excesses 
and shortages of t’hel 'eirfeney, all of which accentuated the 
tendency toward booms’ ^epri^ions.' 

* Ricardo lent his t<j jlias ■ See Ricardo’s Sconomic Essays, Gbn- 

ner ed., London, G. Bell & Writers held that the pre- 

mium <Hi bullion, Uie deprecatetidi of t^^eh^e V^e W tte pound, and h^ 
commodity prices -were symi^ome'of iad ‘^soe^lTi^ omrehOy xnae were known as 
"bullionists.” For a thorou^ spnejit^ i4hjjcononnc thipking that oa®® ovt of 
the bullionist eontroyeisies' of-W p*^^ i^i'^%ej^ fifedfea in Theory of 
IntemaHonal Trade, New YiOi^ and IV. Also 

see T. E. Gregory’s Introductkm to 4 Eistory of Prices, 

London, P. S. King & Son, republished tffii8,yel.:I. 

® Viner, op. at., pp. 220-221. ^ . , ' ' • . • 
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The currency school held that a mixed currency, consisting of 
convertible paper notes and specie, would behave correctly only 
if the total volume fluctuated in absolute amounts with the im- 
port and export of specie. This principle required that the issue 
of paper money be made to fluctuate with changes in the quantity 
of specie held by the issuing banks. The Bank Act of 1844 
(Peel’s Act) was designed to put into operation the principles of 
^e currency school. Except for a small uncovered issue based 
upon government securities, Bank of England notes were to be 
issued only against gold. Thus changes in the volume of notes 
were limited to changes in the volume of gold held by the issue 
department. 

The experience with the application of the currency principle 
was disappointing. As the banking school pointed out, bank 
deposits also made up an important part of the currency in use. 
Although the currency principle insured the ability of the Bank 
to redeem its notes in specie, it did not protect the Bank from 
difficulties arising from a withdrawal of deposits, and was no sub- 
stitute for careful management of the whole credit operations of 
the Bank. It was necessary to suspend the Bank Act three times 
within 26 years in order to provide sufficient currency to meet 
panic conditions.® 

Modem application of the “banking theory.” The ‘Toanking 
theory” is essentially a qualitative standard, since it holds to the 
view that, when limited by the test of convertibility, the creation 
of bank credit (both notes and deposits) cannot fail to be correct 
if based upon loans made for strictly short-term and legitimate 
|)usiness purposes. Quite naturally, it was embraced by the anti- 
guantity theorists in their attacks upon the quantity theory. It 
(Till be recalled that one argument made in opposition to the 
Quantity theory denies that bank credit, soundly created, can 
pave any direct influence upon the price level. The reason given 
for this belief is that short-term commercial loans give rise to 
bank credit required by the change in business activity. If 
soundly made, therefore, self-liquidating commercial loans can- 
not result in price inflation, because their expansion is accom- 
panied by an additional production of goods. When business is 
active and goods pass readily into consumers’ hands and are paid 
for, there is no limit to the amount of credit that can be safely 
granted, except diat set by the offerings of goods.^ 

I «n)ti.,.pp.22&-234. 

^Willis, H. Parker, The Theory and Practice o] Central Banking, New York, 
Harper & Bros., 1936, p. 303. 
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One of the clearest examples of an attempt to apply the bank- 
ing theory to credit control can be found in the cre^t policies of 
the Federal Reserve System, Originally it was thought that 
strict limitation upon the privilege of rediscounting, so that only 
self-liquidating paper might be purchased by the reserve banks 
would automatically insure the proper use of Federal reserve 
credit. Practical experience, however, soon led to a partial 
abandonment of this policy. The reserve banks began to buy 
government securities in the open market as a means of supple- 
menting their scanty income from rediscounting. Later, after 
the entrance of the United States into the war in 1917, expe- 
diency led to the practice of lending freely to member banks on 
the security of government bonds and “war paper.” ® The ex- 
periences of the war and early postwar years clearly indicated a 
need for some standard that would harmonize with the practices 
that had developed imder the pressure of war necessity. This 
new statement of credit policy was made in 1923. It set forth 
that the test of the proper quantity of bank credit should be the 
accommodation of commerce and industry. Credit should be 
freely granted so long as it was put to productive use. The 
criteria for determining whether or not bank credit was being put 
to productive use were; 

1. Are goods moving smoothly from producers to consumers 
without speculative accumulations of inventories? 

2. Is the volume of trade, production, and employment in 
equilibrium with the volume of consumption? 

The weakness of the beinking principle of credit control A 
weakness in the application of the banking theory arises from 
the di£B.culty, if not the impossibility, of any individual banker’s 
being able to draw the line on bank loans before they, become 
inflationary.® The banker should not be criticized for this. His 
is essentially a worm’s eye view of the economic structure, and 
particularly is this true under the unit banking system. When 
business shows brisk improvement, borrowers’ needs for “legiti- 
mate” loans expand. At the same time, loans appear to be more 
sound than ever, for improved profit prospects and rising prices 
constantly make for greater security for the lender. It is little 


® “War paper” consisted of customers’ notes given to banks to obtain funds with 
which to purchase government bonds. 

* For a clear exposition of how bank credit created on the basis of commercial 
loans may easily become inflationary, see'D. H. Robertson’s Money, New York, 
Harcourt, Brace & Co., 1929, Chapter IV. 
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wonder, therefore, that the banker sees a constantly expanding 
opportunity for the making of “sound commercial loans.” Not 
until the evidence of disequilibrium becomes more obvious will 
the soundness of commercial loans be questioned. In the mean- 
time, serious inflationary forces are unleashed. The situation 
is in no way remedied by the free rediscounting of self-liquidating 
commercial paper by the central bank.^“ 

The possibility of successful avoidance of inflationary credit 
expansion is somewhat better where the central bank undertakes 
to determine whether or not credit is being put to proper produc- 
tive and non-speculative uses, for the central bank has the very 
material advantage of being able to view the credit situation as 
a whole. Yet here, too, a serious limitation arises in the difficulty 
of devising adequate standards for measuring the legitimate 
credit needs of Ihe business community. Essentially it is the 
problem of avoiding financing an expansion in business activity 
and investment that cannot be maintained, that is, an inflation- 
ary movement. In 1923 the Federal Reserve Board believed that 
it had the proper formula for detecting unsound and inflationary 
uses of bank credit. Unfortunately this formula was based 
largely upon the experience of the postwar boom that terminated 
in 1920. This inflation, accompanied by sharply rising com- 
modity prices, was characterized by speculative accumulations of 
inventories. This explains the preoccupation of the Board in 
1923 with the question of whether or not goods were moving un- 
interruptedly from producer to consumer. The unfortunate re- 
sult was that the Board was blinded to the inflationary and dis- 
turbing developments of 1923-1929, when, in the face of fairly 
stable prices, falling industrial costs led to high business profits 
and an excessive rate of capital expansion based upon expanding 
bank credit. 

It is evident that attempts to formulate adequate standards of 
credit policy based upon qualitative considerations are beset with 
difficulties of great magnitude. This explains the interest m 
quantitative standards displayed by most present-day students 
of monetary problems. 


Cf. Currie, Lauehlin, The Supply and Control of Money in the United States, 
Cambridge, Harvard University Press, 1934, Chapter IV; and Williams, J. H., 
“Monetary Stability and the Gold Standard,’^ in Gold and Monetary Stahdkation, 
Chicago. University of Chicago Press, 1932. 
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QUAJ^^TITATIVE STANDABBS OF 
CREDIT POLICY 

Q uantitative standards for monetary and credit control 
are now generally accepted by advocates of monetary man- 
agement. They have the advantage of a certain definiteness 
lacking in qualitative standards and, in addition, have the full 
authority of the quantity theory of money behind them. The 
basic assumptions that underlie all proposed quantitative stand- 
ards are: 

1. Control over the volume of money and bank credit can be 
achieved by existing or proposed devices. 

2. Tlie general level of prices can be brought under control by 
appropriate variations in the quantity of money and credit. 

3. The elimination of cyclical fluctuations in business activity 
is a desirable social program. 

4. The introduction of control oyer the price level will reduce 
the magnitude and violence of cyclical fluctuations by eliminat- 
ing ihonetary factors that contribute to windfall gains and losses. 

The validity of the first three assumptions' need not occupy us 
here. Both the relation of the quantity of money to prices and 
the available instruments of monetary and credit control have 
already been examined. The desirability of a reduction in the 
intensity of business fluctuations is generally admitted. The last 
assumption, that monetary control over the level of prices can 
be made to contribute to business stability, remains for considera- 
tion. To what extent and in what manner can control of the 
price level be used in the interest of economic stabilization? 

The. Choice of Price Lev 

The first step in introducing monetary control over the price 
level is to decide the important question of what index of prices 

780 
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should be used as a criterion. It Is well known that a substan- 
tial cyclical and secular divergence occurs among the several 
index numbers of prices. The index of wholesale prices responds 
more quickly to cyclical changes than do retail and cost of living 
index numbers. In turn, the price movements of certain “sensi- 
tive” commodities are much more rapid and violent than the 
price movements of wholesale commodities in general. I^ally, 
an index of general prices, such as that constructed by Snyder, 
is the least responsive of all. 

The choice of an index nrimber to be used as a basis of stabili- 
zation efforts wiU depend largely upon what is considered the 
most urgent reason for attempting control. Thus, if the advo- 
cate of monetary stabilization is primarily concerned with the 
protection of the real wages of the consumer against price infla- 
tion, the cost of living index would seem to be the most desirable. 
On the other hand, if cyclical fluctuations are to be measured and 
guarded against, a price index sensitive to such changes is needed. 

The cost of living index. The advantage that can be claimed 
for using the cost of living index as a basis for stabilizing opera- 
tions arises solely from the fact that a stable cost of living would 
insure the consumer against losses, of real wages due to the lag 
of money wages behind price changes. Laudable as this motive 
undoubtedly is, it is overshadowed by the difficulties that would 
attend its use. First, to assemble an accurate and representative 
cost of living index for the average consumer presents a difficult 
statistical task. Second, stabilization of incomes and business 
activity is a much more significant goal of credit policy than 
stabilization of the cost of living. Cost of living indexes are too 
insensitive to short-run changes to be of much aid in anticipating 
cyclical movements. In contrast, wholesale prices do respond 
readily to cyclical changes. In any event, stabilization of whole- 
sale prices would provide sufficient stability to retail prices to 
meet all practical requirements. 

The general price index. At first glance, one might conclude 
that a, general index of prices, which reflecte the changes in the 
purchasing power of money over everything that enters the 
market in exch^iige for money, ought to be a proper basis for 
credit policy. Such an index would include wholesale prices, 
w^es, tiae cost of living, rentsj transportation costs, real estate 
.values, security prices, farm prices at the farm, and equipment 
and machinery prices, and would give a cross-section view of 
jflievfitnal. results of the total mopetaiy transactions. But a com- 
prehensive index of this , sort is of slight value as an indicator 
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of sh.ort-run business developments/ The multiplicity of items 
largely conceals the actual movements of sensitive prices that 
are the significant indicators of cyclical change. Changes in the 
prices of securities and real estate, for example, are of little direct 
importance to the problem of cyclical stability. Rather, the 
basic problem of cyclical fluctuations deals with the changes of 
prices and costs of reproducible goods. 

The wholesale price index. The wholesale price index as a 
criterion for stabilization operations has a number of distinct 
advantages: 

1. It reflects promptly and clearly cyclical fluctuations in 
business activity. 

2. It may be calculated quickly and on a sufficiently broad 
basis. This is essential to monetary control. 

3. It reflects the movement of prices of internationally traded 
commodities. International co-operation for the purpose of sta- 
bilizing the world price level would require the use of indexes 
heavily weighted with international goods. 

Wholesale prices, to be sure, do not furnish an infallible guide 
to either domestic or international stabilization. Stable whole- 
sale prices are likely to be inflationary in a progressive economic 
society. As a guide to international efforts at stabilization, a 
wholesale price index such as that the Bureau of Labor Statistics 
suffers from the weakness of including commodities that are 
purely domestic, while those commodities which do move in 
international trade are improperly weighted to provide a proper 
measure of the international price situation. Nevertheless, the 
wholesale price index more nearly cov^s the total range of 
commodities that are important in the profit calculations of busi- 
nessmen than does any other index of prices yet available. For 
this reason, proposals for monetary stabilization commonly pro- 
vide fqr the use of the index of wholesale prices as the basis or 
criterion for monetary control.* 

Stable WholesO/le Prices as the Goal of Credit Policy 

The case for stable prices is a fairly clear one. In a world of 
rigid costs, it is important that fluctuations in the price level be 

^For a descriptiott oi Snyder’s revised index of general prices, see his ‘^The 
Measure of the Greneral Price Level,” Review of Econorrdc Statistics, Febnmry, 
1928. 

* Cf. Gayer, Arthur D., Monetary Policy and Economic Stabilization, New York, 
TOe Macmillan Co., 1935, Chaj^r XII; Hawtr^, E. G., of Cm^r<d-Bank* 

jmy, New York, Longmans, Gr^m <& Co., 1932,i (ihapter Y*. 
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avoided if stable business is to be achieved. For, if prices rise, 
wmdfall profits encourage a rate of expansion of capital invest- 
ment that cannot be maintained and that leads to an inevitable 
reaction. Falling prices, on the other hand, lead to losses, a fall- 
ing off in economic activity, and unemployment. Thus, in a 
search for the basis of economic stability, a stable price level 
seems to hold the most promise. Moreover, from the standpoint 
of debtors and creditors, stable prices seem to offer substantial 
justice. 

Some objections to stable wholesale prices. Primarily, the 
objection to stable wholesale prices rests upon the important 
fact that modem economic society is dynamic in nature. In 
the past, rapid technical progress has resulted in a constant de- 
cline in the real costs of production. Since it is to be expected 
that technical progress is by no means ended, it must be taken 
into account in proposals for economic stabilization. But stable 
prices in the face of declining costs present difficulties. First, 
so far as debtors and creditors are concerned, stable prices would 
permit the debtors to appropriate the benefits of economic im- 
provements at the expense of the creditors. To be sure, this may 
be of slight importance in view of the fact that creditors com- 
prise the inactive side of the lending transaction. One may hold 
that the benefits of improvements should go to the debtors, since, 
being businessmen, they are more responsible for the introduction 
of the new techniques than are the creditors. A similar argument, 
based upon the equities of the situation, criticizes stable prices 
in the face of falling costs as tending to deprive wage earners of 
complete participation in the gains because of the lag in money 
wages. 

TABLE 78 

luraLaas or Pbices, Btjsinbss Pbofits, Labor Costs, and Output op Capital 


Equipment in the United States, 1922-1929* 

• (192a-25 = 100) 

WhoUsde Profits of Payrolls -i- Output of Capital 

Prices lOS Corporations Production Equipment 

1922 960 81 96.4 81 

1923 99.9 90 101.7 102 

1924 97.4 109 101.4 91 

1926 102.7 101 97.1 107 

1926 993 128 96.7 120 

1927 94.7 162 96.1 116 

1928 96j0 186 91:9 118 

1929 94.6 232 90.7 138 


»Barg6r, BTaroW, Banks and the Ste(& Market,” of PoUticat Sconomy, 

December, 1935, p. 772. Quoted, by permission of the University ot Chicago Press. 
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The inflationary effects of stable prices. Of still more signifi- 
cance, however, is the inflationary effect of stable prices in a 
period of rapidly falling costs. Money costs decline while effi- 
ciency is growing because of the well-recognized failure of the 
money rate of wages and interest to rise in proportion to the 
growdi of efficiency. Stable prices in a period of falling money 
costs, therefore, tend to lead to excessive profits, which in turn 
lead to overexpansion and subsequent depression. The over- 
expansion and collapse that occurred in the United States during 
the 1920’s is commonly explained upon these grounds. Table 
78, on page 783, presents some evidence in support of this view. 

Stable prices and equality of savings and investment Advo- 
cates of a stable price level sometimes hold that it would auto- 
matically avoid both forced saving and a wastage of voluntary 
saving by penrutting and requiring that voluntary money sav- 
ings equal investment. The banking system would merely oper- 
ate to convert voluntary savings into real capital. But in an 
expanding economic society, this would not be true. The growth 
of production, because of both a larger population and greater 
efficiency, requires some expansion of the means of payment if 
stable prices are to be maintained. 

The expansion in the volume of money sufficient to provide 
stable prices in a growing and improving economy would require 
a rate of interest low enough to induce the rate of investment to 
rise somewhat above the rate of saving. This is necessary be- 
cause an expansion of money under the conventional banking 
system occurs only when business finds it profitable to expand 
capital by borrowing at the banks.* But this low interest rate 
may easily lead to an upswing of business that eventually must 
be reversed. The failure. of money costs of production to rise 
with the growth in efficiency provides an impetus to inflation 
already described^ 

Slowly rising prices. Impressed by the obvious fact that ris- 
ing prices give encpqragepaient to business, some have advocated 
a policy of gently riring prices as a cure for unemployment and 
depression. The windfall profits that would be relied upon tp; 

' \ i 

^ Either business must direqt borrduping at the banks or the banks musts 

expand their security holds^. 

Durbin, E, F. of Policy, N6fw;York, John Wiiey' 

& Sons, 1935, pp. fDurbfai ^g^st^.rthat a stable pri©6 policy might bel 

shorn of its inflationaiy < tendencies if 'th^ ‘^iSequired monetary expansion 
brought about by placing the' appropriate (Mrectly idto the consUmOte^f 
hands and at the same tupe |io, expand loans and 

deposit^ Ibido, pp# < i u ^ ^ ’il 
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provide the stimulus to business activity depend, of course, upon 
the tendency of wages and other costs to lag behind the rising 
prices. Yet this need not be objectionable to the wage earner, 
for he would gain in fuller employment more than he would lose 
by a lagging wage rate. Such a policy could hardly be expected 
to provide the economic millennium, however, for it would ^most 
certainly be accompanied by an overexpansion in investment and 
inflation that inevitably are followed by a collapse. Tar. from 
providing protection from business fluctuations and unemploy- 
ment, a rising price policy would be certain to make matters 
worse. 

Slowly falling prices. Because inoney costs of production are 
“sticky” and can be forced down only through depression, falling 
prices are quite generally viewed as the arch-enemy of economic 
stability and well-being. Nevertheless, some reasons can be 
given in favor of falling prices. 

First, in contrast to rising prices, which reward the speculative 
businessman and shield the inefficient from the fruits of his 
errors, falling prices require high-grade managerial performance 
for business survival. From the standpoint of public welfare, 
this is a desirable result. Second, if prices do not fall so rapidly 
as 'to unduly depress business activity, the distribution of income 
is improved because of the increased Share that tends to go to 
wage earners.' Third, dowly falling prices provide an escape 
from the inflationary effect of stable prices in an advmieing 
economic society. 

Neutrd Money 

To some writers, the ideal money is one that in no way intro- 
duces any monetary influences into the economic, situation. In 
other words, money should exercise neither an inflationary nor a 
deflationary influence on business activity. Such a money would 
be “neutral.” llie achievement of this ideal would eluninate 
one important cause of business fluctuations and bring the goal of 
economic' stability that much nearer to attainment. This does 
not mean that a neutral money would entirely eliminate business 
fluctuations, for nonmonetary factors would remain.® 


® Cf.' Man^all, Alfred, Oftcial Papers, London, MacmiHan and Company, Ltd., 
1926, p. 9. 

^Fpr %E examination of t^e question of whether or not neutral money would 
e®rtir4jy eliminate cyclical fluetaations, see Harold Barger’s “Neutral Money and 
the Trade Cyde,” Eoonomica, November, 1936, pp. 436-440. 
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The reqioirements for a neutral money. What monetary 
^stem would satisfy the requirements of a neutral money? 
Advocates of stable prices generally regard their monetary policy 
as a correct one. They hold that stable prices will prevent 
monetary forces from operating to cause business fluctuatbns. 
But to the advocates of neutral money, this belief is erroneous 
and, when accepted dogmatically, lies “at the root of most of the 
shortcomings of present-day monetary theory” and is a bar to 
almost all further progress/ Because economic fluctuations in- 
volve inequality of saving and investment, the true test of a 
neutral money is sometimes believed to be one under which 
saving and investment are equal. To equalize saving and in- 
vestment requires the maintenance of the rate of interest at its 
natural or equilibrium point. Banks must lend neither more 
nor less than is deposited with them as savings and must not 
change the volume of currency and demand deposits. To permit 
banks to expand the volume of money would require an excess 
of investment over saving, with a resultant disturbance to equi- 
librium.® 

But the idea that neutral money requires a fixed volume of 
money must not be taken too literally. , There are circumstances 
that call for a change in the volume of money if the neutral money 
goed is to be achieved. For example, if the volume of money 
were fixed, a change in the structure of industry that reduced the 
money required in the industrial circulation would tend to be 
inflationary. On the other hand, a change that increased the 
money needed for industrial circulation would be deflationary, 
since naoney available for consumers’ income would have to be 
reduced to provide the required increase in industrial cash bal- 
ances.® Therefore, any economic change that causes a change 
in the circuit velocity of money requires offsetting changes in 
the volume of money if it is to remain neutral. Improvements 
in industrial technique leading to greater productive efficiency 
tend to requhe an elaboration and lengthening of the productive 
process. , To the extent that this increases the demand for money 
to handle the expanded industrial process, neutral money ought 
to expand also. Otherwise, the proportion of the total money 
supply that will flow into consumers’ hands will be reduced and 

7 Hayek, F. A., Prices and Production, London, G. Eoutledge and Sons, Ltd., 
1931, p. 25. 

8 Ibid., pp. 89-92. 

8 On this point, see Hayek, op. cit., pp. 101-106, and I)urbin, op* ciU, pp. 120-128. 
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prices will have to fall faster than justified by the fall in costs.*® 

Neutral money and a growing population. Still another 
troublesome question concerns the changes in output arising 
from the growth of population. Clearly, if the growth of popu- 
lation results in an expansion in total output, a fixed quantity of 
money would cause a deflationary and entirely unwarranted fall 
in the level of prices, one in no way related to a fall in real costs. 
The cash requirements for industrial circulation will be increased 
as the whole scale of output grows. At the same time, the num- 
ber of persons requiring income cash balances will increase. A 
fixed supply of money under these circumstances must result in 
a fall in prices sufficient to enable the fixed quantity to care for 
the increased requirements." 

Finally, the concept of neutral money necessarily involves the 
total amount of money payments made during a period of time, 
(that is, MV). The actual volume of money must, therefore, 
be adjusted to offset changes in velocity arising from hoarding 
and dishoarding of cash balances. 

One may conclude that the ideal of neutral money is most 
nearly fulffled by a monetary system in which the quantity of 
money is allowed to vary only to offset (1) changes in circuit 
velocity due to, changes in the productive processes, (2) changes 
in the volume of production arising from a growth of population, 
and (3) changes in the velocity of money due to hoarding and 
dishoarding. Under such an arrangement, the result would be 
to stabilize per capita money incomes. This appears to be a 
more desirable theoretical goal than either a fixed supply of 
money or stable prices." 

Neutral money policy not suitable for a country on an inter- 
national currency system. Professor Hayek, one of the leading 
advocates of neutral money, holds that it is not suitable for appli- 
cation to a single country but, instead, is appropriate only for 
the closed economy of the whole world. He holds that it is 
desirable that the volume of money within any particular geo- 
graphical area should fluctuate with changes in production within 

Cf. Barger, op. dt., pp. 433-434, and Gayer, op. oit., pp. 241-243. 

Durbin sugg^s that if the growth of population is combined with a constant 
supply of capital, the resulting reduction in capital per head will tend to reduce 
the number of ^ages through which output must pass during the production 
process. Thus, taken alone, a growth in population would tend to increase the 
proportion of consumers’ income to the total circulation. This would be a factor 
tending to offset somewhat the deflationary effects. Durbin, op. ciL, pp. 153-159. 

12 Cf. Durbin, op. pp. 120-129. 
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that area. Only in this way can each community’s share in the 
products of the rest of the world be properly adjusted. This 
would not require an absolute increase in the money supply of 
the whole closed economy of the world, but merely a variation 
in the “relative local distribution” of money between the different 
areas.^® This particular criticism of neutral money does not im- 
press most advocates of monetary management, who prefer an 
independent rather than an international currency system. 
With an independent currency system, changes in the quantity 
of money within any particular country are not required in order 
to bring about appropriate changes in that country’s command 
over world goods, for the balance of payments is equalized by 
shifts in the foreign exchange rates. 

The objection to fixed money incomes. We have already 
seen that neutral money in its most effective form would aim at 
the stabilization of money incomes. Such a system would surely 
meet with formidable objections in labor circles. It is difficult 
to persuade an individual of the advantages of receiving the 
benefits of industrial progress solely through the medium of 
lower prices. Labor, along with other recipients of money in- 
comes, is much impressed with the importance of an expanding 
money income. It is not hard to see why this is so. The success 
of any individual or group of individuals in improving their rela- 
tive position in the economic system normally requires some in- 
crease in money income. A monetary system that lessens the 
opportunity to strive for a higher money income is, therefore, 
certain to be viewed with suspicion if not with outright disfavor; 
A neutral money system would require that trade union pressure 
fcff higher wages be stoutly resBt^, for increased money wages 
would have to represent only increases in the proportion of the 
total national income that labor receives. The serious preoccu- 
pation of labor with ibe size of its money income furnishes a 
strong practical reason for a preference for stable prices, with 
wages rising with tedinieal advance, rather than neutral money 
with its stable mc*iey inc«ne requirements. In contrast, a stable 
price level not only permits a general rise in wages as efficiency 
of production is increased, but also it avoids the painful necessity 
of cutting piece rates with imj^royements in efficiency. Fmther, 
stable prices with rising mwiey wages avoids the need for absolute 
reductions in money wages of the less efficient workers. 

The criteria for admirustering a Ahother 

serious objection to any practical applicaiion of the neutrd 
IS Hayek, Prices and Production, pp. 93-95; 1D8-Ib9. 
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money theory is foimd in the difiS-culty of setting up workable 
criteria for determining the proper quantity of money. One 
escape from this troublesome problem is the ^option of a fixed- 
quantity-of-money policy. But we have already seen that such 
a policy is certain to have midesirable deflationary effects. 
Clearly, there is no readily available measure of the rate of tech- 
nical progress from which one might calculate the proper rate of 
decline of the price level required for a stable-income neutral 
money. Nor is there any easy way to determine the changes in 
the quantity of money that would be required to offset increases 
in population and changes in the monetary requirements of the 
industrial system arising from changes in productive technique. 
Even changes in velocity due to hoarding and dishoarding are 
difficult to measure promptly enough to furnish a guide to mone- 
tary policy In these respects, the policy of stable prices, in 
contrast to stable incomes, has distinct advantages. 

Deflationary effects of neutral money due to monopoly and 
unequal rates of economic improvements. Another criticism 
of neutral money is based upon the existence of monopolies and 
unequal rates of economic improvements within the industrial 
system. If the criterion used to regulate a neutral money system 
is a declining index of prices that corresponds to the average fall 
in costs, there iS' danger that some industries would be unduly 
depressed. The large number of products that are sold in mar- 
kets that are less than purely competitive would create a problem 
because of the tendency of prices of such goods to respond be- 
latedly to a decline in cost. Therefore, any attempt to drive 
down the average level of pricesi by an amount corresponding to 
the average decline in costs must result in undue pressure upon 
the prices of the nonmonopolized products. Only in this manner 
could the price index be depressed by the amount required to 
correspond with the growth of productive efficiency. A similar 
result would occur if, as k almost certain to happen, technical 
efficiency increased at unequal rates in different industries. Here, 
again, the imposition of a falling level, corresponding to 
the average fall in costs, would unduly depress prices in indus- 
tries that have enjoyed a less than average growth in efficiency. 
At the same time^ industries whose efficiency is growing at a 
rate above the average would be somewhat inflated. 

The above criticism does, not apply seriously, however, to a 
neutral money whose quantity is permitted to increase only by 

For an interesting attempt to set up a basic design for measuring the mone- 
tary factors involved in a neutral money, see Durbin, op. dt, Chapter VI. 
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an amount needed to offset population and velocity changes. 
Because under such a criterion of neutral money the level of 
prices would be' disregarded, no undue pressure need be ffelt by 
nonmonopolized prices or by prices of goods produced in indus- 
tries having a less than average rate of growth in efficiency. 

Finally, a neutral money designed to provide a constant level 
of money incomes possesses a serious theoretical and practical 
defect in an economy in which economic improvements take such 
a form that the real marginal productivity of capital advances 
somewhat faster than the real marginal utility of labor. In such 
a case, although labor’s income would be expanding absolutely, 
its relative share in the total economic output would be declining. 
Under these circumstances, wage rates would have to be forced 
down in order to adhere to the constant per capita income prin- 
ciple. Resistance to wage rate decrease would promote a secular 
upward trend in unemplo3rment.^' 

Constant Per Capita Money Income versus Stable Prices 

The choice of monetary policy would seem to lie between 
neutral money, of the sort that will provide stable per capita 
money incomes, and stable prices. The theoretical requirements 
fca: economic stability appear to be most nearly met by neutral 
money. But as a practical matter, it leaves much to be desired. 
On the other hand, stable prices have much to be said for them 
from the standpoint of practical application. In making a choice 
in such a matter as this, theoretical perfection must sometimes 
be sacrificed to practical considerations. 

One of the strongest reasons for preferring stable prices instead 
of the falling prices of neutral money is the relatively greater 
ease of setting up a criterion for establishing stable prices. 
Another powerful reason exists in the strong sentiment in favor 
of rising money incomes. Such sentiments cannot be airily dis- 
regarded in proposed plans for monetary jnanagement, since pub- 
lic opinion must be taken into account. When it comes to an 
actual choice of policy, ihe preference would seem to lie ■with 
stable prices in spite of the well-known limitations of such a 
policy. The practical advantages of stable prices promise to 
exceed those of neutral-money by a considerable margin. 

The avoidance of inflation under stable prices. In spite of its 
shortcomings, a stable price policy would be no little improve- 
ment over highly unstable prices, for 'any<'resulting reduction in 


Durbin, op. cit., pp. 159-161. 
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the amplitude of business fluctuations would be a substantial 
economic gain. The value of stable prices would be still further 
enhanced in case their -inflationary tendencies in an advancing 
economic society could be avoided. What, we may ask, are the 
possibilities in this direction? 

Because the inflationary effect of stable prices arises from the 
lag in the rewards of factors of production in the face of increas- 
ing productive efficiency, an obvious cure would involve an ap- 
propriate increase in such rewards. The action of trade unions 
might be utilized to bring about rising wages. Unionization 
could be encouraged. But such a method of insuring against the 
appearance of windfall profits would be imreliable and unsatis- 
factory. As an alternative, some automatic increase in wage 
levels might be provided for as the average efficiency increased. 
There seems to be no very good way to provide increased incomes 
for creditors and other recipients of fixed incomes. Any plan to 
increase wages and other money incomes involves the dual diffi- 
culties of measuring the rate of increase in efficiency and avoiding 
undue deflationary pressure upon business firms not enjosdng an 
improvement in efficiency. 

A more promising suggestion for avoiding overinvestment and 
boom under stable prices is Durbin’s proposal that the expansion 
in the quantity of money required to provide stable prices in a 
growing economy be made available by the issue of currency to 
consumers by the government." But with falling money costs 
and stable market prices, the injection of new money into con- 
sumers’ pockets will result in excessive business profits during 
the time taken for wages and other costs to rise. If credit ex- 
pansion were then readily available through the commercial 
banks, an inflationary and self-reversing expansion in capital 
investment would be likely to develop. In order to avoid this 
possible cumulative inflation, the commercial banks would have 
to be prevented from making any further expansion in currency 
and credit by a careful limitation upon the reserves made avail- 
able to the banking S3^tem by the central bank. 

The short-period aspect of price stabilization. In entering 
upon any general program of price stabilization, there arises the 
problem of the manner in which the monetary authorities are to 
exercise their powers. For example, shall they main tain a some- 
what loose type of control aimed at preventing the development 
of any dangerous cyclical price movements while allowing some 


Durbin, op. cit., pp. 233-237. 
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short-run flexibility in the price level, or should they strive to 
impose a tight form of supervision with the aim of preserving, 
so far as possible, an absolutely stable level of short-run prices? 

Practical attempts at price stabilization must involve the use 
of some selected index of prices. When this index shows signs 
of fluctuation, the monetary authority must take proper counter- 
acting measures. But attempts to counteract every short-time' 
change in the price level would be certain to prove both difficult; 
and undesirable. In the first place, because of the inaccuracy of 
index numbers, it would be inappropriate to put the monetary 
controls into operation merely because of a small movement of 
the price index. Not until the movement reached some signifi- 
cant proportions should counteracting monetary operations be 
introduced. Nor are the instruments of control available to the 
monetary authority sufficiently precise to justify attempts to 
correct small price movements. Any price stabilization plan, 
tirerefore, seems to call for a margin of tolerance within which 
movements of the selected price index might be viewed with 
equanimity. 

Further, circumstances may easily arise that would make the 
rigid imposition of a stable price index a highly undesirable short- 
run policy. This may be illustrated by assuming that unfavor- 
able grain weather has resulted in a short crop. The price of 
^ain wiU rise, and with it the index of prices. If corrective ac- 
tim were to be taken to prevent or check such an increase in 
ttie pice index, it would involve the deflation of other prices. 
Clearly, such action would be an outright injury to business sta- 
l^tj', Iot it would impose a general business deflation upon the 
eommuniiy in order that the precious stability of the price index 
might be preservai. Similarly, a bountiful crop would lead to 
lower grain prices and a fall in the jaice index. To introduce 
inflationary measures designed to raise other prices sufficiently to 
bring the average back up to the levd agreed upon would also 
be highly undesirable. For this reason, it is inqjortant that pricrf 
movements originating in su<ffi accidental and short-run occur- 
rences be disregarded by a monetary authority bent upon price 
stabilization.^^ 

Because of the need for a margin of tolerance in conn^tion 
with price stabilization, it becomes all the more necessary that 


Cf. Mahr, Alexander, Monetary StabiUty, Chicago, Uniyersrly of Chicago 
Press, 1933 (Public Policy Pamphlet No. 9), pp. 9-12. Also see cSayer, op. cit., 
pp. 243-245. - ' : ;,i i 
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some effective means be available to the monetary authority by 
which it may judge the nature of economic developments. It 
must be in a position to judge, for example, whetdier or not a 
particular movement in the price index is due to an underlying 
inflationary or deflationary development. Promptness of action 
is essential, but it must be based upon sound knowledge. If 
neither a strictly fixed supply of money nor a strictly stable 
price level is desirable, there immediately arises the need for 
full knowledge of underlying conditions upon which judgments 
may be used. In such a case, a price index alone is no substitute 
for broad knowledge.^ 

Summary of the Problem of Monetary Policy 

The elimination of fluctuations in business activity is the cen- 
tral goal of modern monetary and credit policy. Although price 
movements may have undesirable results upon the distribution 
of national income, it is their adverse effect upon the size of the 
national income that commands the primary attention of stu- 
dents of monetary problems. In the light of this central goal, 
several basic questions are presented. First, are there available 
adequate instruments of control to enable those in charge of 
monetary and credit policies to put any given policy into effect? 
Second, what criteria are best suited to guide the authorities in 
the execution of the agreed upon policy? Third, what monetary 
policy offers the best possibility of making a genuine contribu- 
tion to the solution of the problem of business instability? 

In answer to the first question, it seems entirely possible that 
the needed control over money and credit can be exercised within 
the general framework of our present bankmg system. Particu- 
larly would this be true if the powers of the Federal Reserve 
System over reserve requirements were expanded and if an inde- 
pendent currency system were adopted. Under these circum- 
stances, central bank policy might easily be made effective in 
limiting the expansion phase of cyclical price movements. If 
this plan were coupled with a determined policy of government 
investment during depressions, it should be possible to prevent 
the operation of purely monetary and bankmg forces tending to 
accentuate the decline. There seems to be no real necessity for 


18 For an opposite view, see Henry Simons’ “Eules versys Authorities in Mone- 
^ry Policy,” Journal of Political Economy, February, 1936. Simons !holds that 
the control of monetary policy should be removed from dependence upon the 
current judgment of those in charge and instead be determined by a rigid and 
unvarying rule. 



794 ;quantitative standaeds of credit policy 

introducing such an arrangement as that proposed by the advo- 
cates of 100 per cent money in order that the required controls 
may be achieved. 

As to the proper criteria for the administration of a credit 
policy, it is inevitable that some price index be given central 
place. Because the business community is most dependent upon 
the behavior of wholesale prices for its weU-beiag, the stabiliza- 
tion and control of wholesale prices promises more beneficial 
results than stabilization of retail prices, costs of living, or gen- 
eral prices. The relatively greater sensitiveness of wholesale 
prices to cyclical developments is another point in favor of their 
stabilization. 

The choice of monetary policy that promises the greatest con- 
tribution to economic stability lies between a neutral money of 
the kind that would provide for constant per capita money in- 
comes, and stable wholesale prices. In theory, much can be said 
for a neutral money policy that would allow prices to fall in pro- 
portion to the growth in industrial efficiency. The basic argu- 
ment for neutral money rests upon the lag of money costs of 
production behind the growth in efficiency. Were this lag avoid- 
able, there would be little argument for neutral money. An 
add^ argument is found in the disturbing effects upon economic 
equilibrium that arise from the constantly increasing money 
supply required to provide stable prices in a world where output 
is expanding. To induce the credit expansion required to provide 
the increase in money and credit, the interest rate must be held 
below the point where saving and investment are equal. The 
inflationary result tends to be self-reversing in character and 
therefore would be a source of instability. 

But in practice, a neutral money policy requiring stable per 
capita money incomes would present serious difficulties. It 
would prove irritating to labor because it would run counter to 
the firmly established human bias in favor of rising money wages. 
The adjustment of wages between the more and the less efficient 
laborers would become more difficult. The discovery of com- 
petent measuring devices for use as a guide to a neutral money 
policy promises to be almost impossible. In contrast, a stable 
price level offers definite advantages. Money wages can rise 
with a ^wth in efficiency. The wholesale price index is readily 
available for use in determining when to introduce measures of 
control. Stable prices, however, present cktain difficulties. A 
closely followed policy of stable prices would be cfisturbing to 
stability if applied to short-run seasonal ^velopments. A ^ort 
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or a large crop will cause sharp variations in agricultural prices 
and will induce changes in the price index, but to impose either 
inflationary or deflationary pressure upon prices of other com- 
modities in the pursuit of a stable index of wholesale prices would 
be entirely unwarranted under the circumstances. Some margin 
of tolerance for smaE short-run changes in the price index would 
be required. This, in turn, calls for the exercise of intelligent 
judgment by the monetary authority in timing the apphcation 
of controls. Moreover, the inflationary character of stable prices 
when efficiency is growing cannot be disregarded. Provision for 
hastening the rise in the rewards of the factors of production in 
the face of growing efficiency must be provided. There is the 
possibility that reliance upon government action to expand the 
currency appropriately and with a strict limitation on the ex- 
pansion powers of the commercial banks might avoid the danger 
of the development of a cumulative inflation movement. 

Finally, it must be recognized that causes other than monetary 
ones contribute to economic instability. The most that one can 
hope for from successful monetary management is the removal 
of the cumulative expansion and contraction of business activity 
that are either imposed or facilitated by monetary and credit 
forces. To achieve this much would, indeed, be a vwy substan- 
tial gain. 
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Borrowers’ statements, 169-171 
Branch banking: 
advantages, 405-406 
extent, 405 

failure experience, 424 
legal status, 408-410 
national banks, 408-409 
objections to, 406-407 
relation to group and chain banking, 
408 

states permittmg, 409 
superior management, 406, 427 
trust company service, 388 
Branches of Federal reserve banks, 293 
Breakdown of the gold standard (see 
Gold standard, breakdown) 
British Equalization Account, 618-621 
British exchange controls, 627-629 
Brokers’ loans, 151-155, 4^-433 
Bulliomst theoiy of-money, 557-561 
evaluation of, 560-561 
Bullion Report, 774r-776 
Bureau of Labor Statistics wholesale 
price index, construction of, 
462-464 
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C 

Cable transfers, 361, 363 
Call loan market, 431-432 
Call loans as secondary reserves, 144- 
147 

Canada^s balance of international in- 
debtedness, 593-595 
Canadian Bankers’ Association, 341 
Canadian banking system, 336^43 
bank notes, 333-339 
Bank of Canada, 340 
branches of chartered banks {table), 
342 

chartered banks, 336-339 
investment bankers, 341 
mortgage loan companies, 341 
need for central bank, 339 
regulation of banks, 340-341 
Capital-deposit ratio, 75-77 
bank failures and, 425 
required by bank supervisors, 76-77 
Capital exports. United States, 1923- 
1930 (table), 713 

Capital goods, postponement of pur- 
chase of, 2-3 
Capital loans: 
commercial banks, 175 
Federal reserve banks, 286 
Capital requirements of national banks, 
60-61, 76, 248, 251 
Capital stock: 
double liability on, 60, 248 
Federal reserve bank, 264, 266 
Cash-balance demand for money, 480- 
484 

Cash-balance equations, 498-^1 
Central bank credit policy, 304 
conflict in standards, 317-318 
effectiveness, 760 

limitation of profit motive under, 317 
reserve ratios as basis, 318-319 
stabilization of business by, 319 
Central bank liabilities, as secondary 
standard money, 12-13 
Central banks: 

gold exchange standard and, 47 
instruments of monetary control, 
. 758-759 

relation to volume of money, 489-490 
Central reserve cities, 135, 248, 251 
Certified checks, 67-68, 82 
Chain banking, 403, 408 
Chartel theory of money, 558 
Checks, collection of: 
drawn on out-of-town banks, 114-124 


Checks, collection of (Cant ) : 
float, effect upon, 118, 122 
importance, 109-110 
interdistrict, 115-118 
on nonmember banks through Fed- 
eral reserve banks, 115 
through clearing house, 110-111 
through correspondent banks, 118-120 
City correspondents, 88, 118-119 
Clearing banks, nonmember, 114 
Clearing house, 110-114 
associations, 110 
certificates, 111 
checks, 260 

clearing mechanism, 110-111 
functions other than clearing, 111, 114 
loan certificates, 114, 259 
methods of settlement. 111 
Coinage laws: 
of 1834 and 1837, 32 
of 1873, 33 
of 1878, 33 
of 1900, 33 
Coinage of money: 
free, 23 
limited, 23-24 

Coin, United States, 14-15, 35 
Collapse of stock market, 1929, 146, 326 
Collateral for Federal reserve notes, 
288-290 

Collection of nontranait items through 
the Federal reserve banks, 126 
Commercial banks: 
ability to lend deposited funds, 53 
consumer financing by, 177-178 
econoniic functions: 
apportionment of capital to best 
uses, 56 

forced Kiviug, 55-56 
introduction of flexibility in supply 
of businessmen’s capital, 57-58 
Commercial bills of exchange, 360-361 
Commercial loans: 

secured by commodity collateral, 158- 
163* 

secured by stocks and bonds, 155-156 
unsecured, 163-173 
Commercial paper, 144-148 
Commercial paper houses, 440-441 
Committee on Bank Reserves: 
criticisms of existing reserve require* 
ments, 138-139 

proposed changes in reserve require* 
ments, 139-140 

Commodity collateral loans, 158-163 
Compensating balances, 178-179 
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•Composite commodity unit plan for 
monetary stabilization, 771-773 
Comptroller of the Currency, 247-248 
classification of bank investments by, 
192-193 

definition of investment securities by, 
197 

instructions on evaluation of bond ac- 
counts, 192-193 

Consolidations of national banks, 400 
Continuous borrowers at banks, 205-206 
Continuous borrowing at reserve banks, 
313-315 

Controlled exchange rates, 616-636 
, imder gold standard, 616-617 

under inconvertible paper currencies, 
617-618 

direct pressure on balance of pay- 
ments, 623-629 
blocked currencies, 629-636 
control in England after Sept. 1, 
1939, 627-629 

control of capital exports, 626- 
627 

exploitation of creditors, 632-633 
Standstill Agreement, 630 
exchange control funds: 

British Equalization Account, 
61^1 

Tripartite Agreement, 622-623 
United States Stabilization Fund, 
621-622 

official exchange rates, effects of, 
63^-636 

purpose of control to: 
block foreign creditors’ claims, 
618 

provide exchange stability, 617- 
618 

stimulate e^mrts, 617 
Co-<^eratives, banks for, 451 
Corporate tnMees: 
advantages, 386-387 
'criticisms, 387 
functions, 384-386 
Cost of collecting checks, 83 
Costs of' depositors to bank, 83 
Cowrie shells, 19 , 

Credit contraction, 222-223 
Credit expansion, primary and second- 
ary, 3p5 , 

Credit instruments (see Negotiable in- 
struments) ^ 

Credit policy (see Federal reserve credit 
policy) 

Crisis of 1873, 255 
Current ratio, borrowers’, 169-170 


Customers’ loans, importance of, 151 
Cyclical fluctuations in business: 
related to long-run price trends, 470- 
473 

related to short-run price movements^ 
473-475 

Cyclical price movements, cumulative 
nature of, 474475 

D 

Dealers : 

in acceptances, 348, 437-439 • 
in commercial paper, 439-441 
in Federal funds, 438 
Debentures, Federal intermediate credit 
bank, 281, 449 , 

Deferred credit on checks sent to Fed- 
eral reserve banks, 115-117 
Demand deposit currency, 54, 226 (also 
see Deposits, demand) 
advantages over specie, 234-235 
Demand for money: 
cash-balance approach, 480-484 
adjustment of buying power to 
cash balances, 481-482 
businessmen’s demand for cash bal- 
ances, 483484 

consumers’ demand for cash bal- 
ances, 482-483 

transactions approach, 477-479 
Depositors: 
classification, 87-88 
liability of banks to, 81-82 
Deposits: 

account analysis, 82-85 
classification for legal reserve re- 
quirements, 85-86 
competition for, 77-79 
creation, 80-81 
demand: 
as money, 13 
definition, 86 

distribution by economic classes 
(table) j 87 

prohibition of .ipterest on, 78-79 
Federal reserve bank, 15-16, 266 
protection of, 75-7.7, 89-92, 93-108 
regulation of interest on, 78^79 
relation to stockholders’ ^equity, 75-77 
seamed and unsecured, 88 
segifegatiou of thrift, 89-91 
service charges on, ^85 
source of bank’s l^diug pwer, 75 
subject to,cheak 224 

time: ; . 

as money, 14 ' 

check to credit expanaon, 225-226 
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Deposits (ConL): 
time (Cont.): 
definition, 86 
interest on,* 79 
regulation of withdrawals, 80 
Devaluation of the dollar, 727-731 
effect on prices, 730-731 
expected results, 729-730 
Directors of Fedei^ reserve banks, 292- 
293 

Discount companies, 434 
Discount rate changes, result of gold 
movements: 

effect on long-term lending abroad, 
585 

effect on short-term capital move- 
ments, 584r-585 

effect on volume of imports, 585-586 
Distressed banks, rehabilitation of, 428- 
429 

Dollar: 

devaluation of, 329, 727-731 
exchange, 374 
Spanish ^ver, 31-32 
Double liability: 

on Federal reserve bank stock, 266 
on national bank stock, 60, 248 
Durable goods, postponement of pur- 
chase of by consumers, 3 

E 

Earning assets, classes of, 141 
Earnings and losses on loans and invest- 
ments {table), 200 

Easy money polity, development of, 
326-327, 329-330 

Economic stabilization, difficulties of 
under gold standard, 746-748 
Effective money {see Money, effective) 
Eligibility, theoty of, 278-^ 

Eligible paper, as secondary reserve, 
14W46 
Emergency: 

borrowing by members at Federal re- 
serve banks, 282-283 
currency: 

Aldrich-Vreeland Act, 261-262 
Federal reserve bank notes as, 291- 
292, 415 

financing, farm credit, 446-449 
Emergency Ban k ing Act, 415 ' 

England : 

abandonment of gold, 1931, 716-718 
bimetallism in, 30-31 
English banking system, 343-351 
accepting banks, 346-347 


English banking system (ConL ) : 

Bank of England, 348-351 
bank rate, 351 

condition, statement of {table), 
349^50 
deposits, 350 

influence on money market, 350-351 
loans and investments, 350 
notes, 348-349 

open-market operations, 351 
discount market, 347-348 
joint-stock banks, 343-346 
cash reserves, 345 
deposits {table), 344 
loans and investments, 345-346 
number and branches, 343 
regulation, lack of, 344 
English pouni return to gold, 1925. 
687-689 

Equations of exchange, 485-502 
criticisms of, 501-603 
Equilibrium interest rate and economic 
equilibrium, 642-544 
Equilibrium rate of interest, 533-535 
European banking crisis, 326-327 
Examination : 
branch banks, 407 
holding company groups, 404, 410 
state member banks, 294, 301 
Excess reserves: 
expansion, 329^2 

Jack of, under national banking sys- 
tem, 264 

of Federal reserve banks, 268-269 
Exchange charges, 120-124 
Exchange depreciation, 637-663 
after 1929, reasons for, 637 • 
voluntary, 638-643 
behavior of wholesale prices in im- 
portant countries {chart), 645 
competitive, 638 

depreciation of sterling, 646-648 
effect on internal price level, 639- 
643 

effect on prices abroad, 642 
effect on production, {table), 652 
evaluation of results, 650-653 
extent of price adjustment, 641, 
643,649 

reasons for, 638-639 
results of, 643-653 
results of .dollar devaluation, 648- 
650 

Exchange rates, foreign, 362-367 (see 
also Foreign exchange, rates) 
deviations from gold parities, ster- 
ling-area countries, 48 
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Exchange restrictions after 1929, rea- 
sons for, 624-626 
Exports, financing, 359 
External drain of specie, 224-225 

F 

Failed banks: 

FDIC receiver for, 101, 429 
losses, 104^106 
rehabilitation, 427-429 
Failures, bank {see Bank failures) 

Farm credit: 

banks for co-operatives, 451 
Federal Farm Mortgage Corporation, 

448 

Federal intermediate credit banks, 

449 

Federal land banks, 443-448 
emergency financing, 448-449 
location, 444 
purpose of loans, 445 
security for loans, 443, 445 
sources of fimds, 446 
Land Bank Commissioner loans, 448 
national farm loan associations, 443, 
445-446 

need for, 442-443 
production cre^dit: 
a^ociations, 456-451, 465 
corporations, 449-450 
Farm Credit Administration, 451-452 
Federal Advisory Council, 2^ 

Federal Deposit Insurance Corporation, 
99-108 (see also Guaranty of 
bank deposits) 

assessment rate on insured banks, 100 
attempts to strengthen banking sys- 
tem, 106-108 
borrowing power, 101 
capital funds, 100 
definition of interest, 79 
experience, first. 7 years, 104-106 
income and expenditures, 105 
mana^ment, 100-101 
objections to size of assessment, 106 
payments to depositors of failed 
banks, 101 

power to lend to receivers, 102 
power to organize new national 
banks, 101 

receiver of failed banks, 101, 429 
regulation of interest on deposits of 
nonmember banks, 79 
regulations of withdrawals of non- 
member bank deposits, 80 
statement of assets and liabilities of, 
105 


Federal Deposit Insurance Corporation 
{Cont.) : 

subrogation of, to depositors’ rights 
against failed banks, 102 
supervisory powers, 107-108 
Federal Farm Mortgage Corporation, 
448 

Federal funds: 
borrowing of, 136-137 
dealers in, 438 

Federal intermediate credit banks, 449 
debentures, 281, 449 
locations, 444, 449 
Federal land banks, 443-448 
Federal Reserve Act, origin of, 263 
Federal reserve banks: 
advances on member bank collateral 
notes, 281-284 

importance, compared with redis- 
counts (table) f 284-285 
secured by eligible paper, 281-283 
secured by ineligible paper, 282-284 
advances to nonmember banks, 270, 
286, 415 
branches: 

location (chart), 265 
management of, 293 
capital, 264, 266 
capital loans to industry, 286 
condition (table), 272 
contact with money market, 269-273, 
30«05, 330 

continuous borrowing at, 313-315 
deposits, 15-16, 266 
direct advances to banks, 270 
direct loans to individuals, 273 
directors, 292-293 
excess reserves, 268 
lenders of last resort, 306 ■ 
liquidity: 
need for, 278-279 

related to temporary advances to 
members, 5^ 

notes and deposits equivalent to cash 
to members, 287 
notes of: 

collateral requirements, 288, 290 
redemption fund for, 289 
reserve requirements, 289 
open-market operations, 271, 272, 
312-313 (see also Federal re- 
serve credit policy) 
fifteen-day repurchase agreements, 
312, 379; 438 

instrument of credit control, 312- 
313 

limited to long-tetm bonds, 333 
purchase of acceptances, 312, 379 
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Federal reserve banks {Cont.)i 
profit motive and, 267 
purchase of acceptances for foreign 
correspondents, 382 
rediscount rate, instrument of credit 
control, 308-311 
rediscounts: 
application for, 273-275 
for each other, 269 
paper eligible, 275-280 
relation to foreign exchange market, 
378-380 

reserves required against deposits, 266 
suspension of, by the Board of 
Governors, 294-295 

Federal Reserve Board (see Board of 
Governors of Federal Reserve 
System) 

Federal reserve collection system, 114- 
117 

development, 123-125 
Interdistrict Settlement Fund, 117 
nontransit items, collection of, 126 
Federal reserve credit policy {see also 
Central bank credit policy) : 
by periods: 

1914-1921, 320 
1922-1923, 321-323 
1924-1927, 324-325 
1928-1929, 325-326 
1930-1933, 326-329 
1933-1938, 329-331 
1939-1941, 332-335 

continuous borrowing, sentiment 
gainst, 313-315 
discretion, use of, 307-308 
easy money, in 1927, 324r-325 
government fiscal policy, relation to, 
316-318 

government gold-buying policy, rela- 
tion to, 316, 331-332 
open-market operations, 312-313 
rediscount rate, 308-311 
special report to Congress, 1940, 334- 
335 

•weapons of control, 759-760 
Federal reserve districts {chart), 265 
Federal reserve exchange, 126-127 
Federal Reserve System, state bank 
membership in, 297-303 
advantages, 300-301 
capital requirements, 297-303 
growth, 298-300, 302-303 
objections to, 301-303 
Fiduciary relations of trust companies, 
• 381-390 

Fifteen-day repurchase agreements, 312, 
379, 43$ 


Finance and loan bills, 370-374 
Finance companies, experience of, with 
automobile financing, 436 
First Bank of the United States, 240- 
241 

Fixed capital loans: 
growth, effects of, 210-211 
nature, 206 
objections to, 209 

Flexible exchange rates and economic 
stabilization, 745-746 
Forced balances: 

effect on multiple bank credit expan- 
sion, 221 

line of credit borrowers, 171-173 
Forced saving, 232-234 
Foreign banking systems, 336-358 
Foreign banking units of American 
banks, 377-378 

Foreign bills of exchange {see Bills of 
exchange, foreign) 

Foreign exchange : 
arbitrage, 375-376 
inland banks, sales of, 377 
market, place of Federal reserve 
backs in, 378-380 
merchants, 362 
rates, 362-^63 

gold points, method of determioing, 
362-365 

under paper currencies, 365-367 
three-cornered, 376-377 
Foreign trade financing, 359-360 
American banks’ share in, 216, 369 
by letters of credit {see Letters of 
credit) 

Forward exchange, 374-375 
Fractional bank reserves, critician of, 
764-765 

Free banking, 243-245 
Free gold, effect of collateral require- 
ments of Federal reserve notes 
upon, 290 

French banking system : 

Bank of France, 352-353 
great credit banks, 354 
French franc: 

stabilization of, in 1926, 685-687 
undervaluation of, 687 

G 

Garlock, Fred A., “Two Country Banks 
in Iowa and Virginia,” 142-144 
General price level {chart), ^ 
related to volume of demand de- 
posits (c/iort)^493 



INDEX 


S04i 

German banMng system, 354-357 
giro system, 356 
private credit banks, 356-357 
Eeichsbank, 355-356 
German mark, stabilization of, in 1923, 
684-685 

Gold: 

export of, effect on credit policy, 
326-328 

hoarding of, 415 

holdings of XT. S. Treasury, 331-332 
import and export points, 363-365 
imports, sterilization of, 316, 331-332 
stability of value, 21-22 
superior qualities as money, 21-22 
supply of the United States, 14^16 
Gold Bloc abandons gold standard, 726- 
721 

Gold clause in contracts, repeal of, 731- 
732 

Gold coins. United States, 14-15 
Gold exchange standard : 
central banks and, 47 
Indian system, 42^ 
objections to, 46-47 
Philippine system, 40-4:? 
postwar, 44-46 
Gold movements: 
no corrective , effects, 586-587 
central banks “offset,” 585 
^c©3S reserves in banking system, 
585 

restore equilibrium in balance of pay- 
ments, 583-584 

Gold problem. United States, 734-739 
Gold purchase plan, 1933, 72^727 
Gold Reserve. Act, 1934, 36 
Gold Settlement Fund (&ee Interdisfeiiet 
Settlement Fxmd) . 

Gold shipping points, 576-577 
Gold standard, 34-39 
advantages, 37-38 
breakdown after 1^9, 710-721 
England, 1931, 716-718 
environmental conditions of 1920’s, 
710-715 

cost and price rigidities, 713-714 
foreign lending, irregular, 712-713 
international debts, 712 
“offsetting” by central banks, 
714-715 

short-term balances, 712 
European Gold Bloc, 720-721 
in raw material-producing csoun- 
tries, 715r716 . . 

United States abandons gold, 719- 
, j 7?0, 725r726 . . 


Gold standard {Cont .) : 
controlled exchange rates, 616-617 
countries on, exposed to world price 
changes, 3 

gold bullion standard, 35-36 
gold coin standard, 34-35 
resumption after First World War, 
681-690 

deflation versus devaluation, 682- 
684 

England, 687-689 
France, 685-687 
Germany, 684-685 
objections to, 681-682 
other countries, 690 
Gold supply: 
adequacy, 691-709 

distribution of monetary stock, 1926- 
1931 {table), 707 
economies in use, 702-704 
maldistribution as cause of price de- 
cline, 704-709 

needed for long-run price stability, 
692-698 

CasseFs estimate, 693-696 
Hardy and Wilcoxen’s estimates, 
697 

Kitchen’s estimate, 696-697 
Warren and Pearson’s estimate, 
699-700 

shortage as cause of price decline 
' after 1929, 698-702 
United States: 
causes of increase, 734, 736 
economic cost, 737-738 
inflationary threat, 736-738 
proposals' to stop imports, 738-739 
GovemHWt fiscal operations, effect of 
on credit, 761 

Qovernm^t feal policy, relation of to 
credit ooaitrol, 316 

Government investment in public 
works, 769-771 
Government securities: 
as secondary reserve, 144-146 
with circulation' privilege, 248, 251- 
252 

Graduated tax on reserve deficiency of 
reserve banks, 266, 269 
Greenbacks^ redemption of, in 1879, 33 
Gresham’s Law, 27 ' . , i , 

Group banking Holding company 
bankii^). . i , , 

Guaranty of bank depOJ^, 95^108 (see 
; . Fedeml D^sit Instarsnce 
Corporation): i r . . 
experienceti 'irilb fysfeeims^ 97-99 
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Guaranty of bank deposits (Cont ,) : 
mutual savings banks, 102-103 
original permanent plan, 99-100 
present system, 100-102 
reasons for, 96-97 
standards for judging, 93-94 
effect on functioning of banks, 96 
effect on management, 94-96 
financial burden, 97 
temporary plan, 99 
termination of insured status, 101-102 
type of deposits insured, 103 
Guinea, gold, 30 

H 

Hartzell, Elmer, method of for com- 
puting needed secondary re- 
serve, 144 

Holding company banking: 
advantages, 404 
legal control, 410-411 
objections to, 404r-405 
purposes, 402-403 
voting permits, 410 

I 

Impairment of reserves, penalty for, 136 
Income approach (see Theory of value 
of money, income approach) 
Inconvertible paper, 10-11, 24-25, 49-50 
Inconvertible paper currencies, rates of 
exchange on, 365-367 
Independent paper currencies: 
case for, 741-746 

economic stabilization with, 745-746 
freedom fropa world cyclical price 
changes, 756-757 
objections to, 751'-767 
inflationary bias, 751-752 
long-term lending problem, 752-753, 
seasonal disturbances, 755 
speculative short-term capital move- 
ment, 753-755 
Index numbers: 
aggregate type^ 462-464 
base period, 460-461 
Bureau -of L^ibof , Statistics wholesale 
price/ 

by groups of commoditiei^ 456-457 
method I of. construction, 461-464 
problems of, 459r460 
India, gold hpardimg^ by, 555 
Individual loans, limit on size pf, 182- 
184, 248-25t 


Inelasticity of national banking lystem, 
253-258 
Inflation : 
resistance to, 335 

resulting from exchange depreciation, 
609-615 

France, 609-610 
Germany, 610-615 

Installment paper, -bought by com- 
mercial banks, 178 

Insurance of bank deposits (see Fed- 
eral Deposit Insurance Corpo- 
ration; Guaranty of bank 
deposits) 

Insured mortgages as real estate loans 
of banks, 185 

Interdistrict Settlement Fund, 117-118, 
128 

Interest-bearing debt. United States 
Government, 148 

Interest on deposits, regulation of, 78- 
79 

Interest rate : 
equilibrium, 533-535 
market, 535^39 
natural, 533, 542 
price level and, 533-551 
Interlocking directorates: 
between member banks, 411-412 
in chain banking, 408 
Intermediate credit banks, 449-450 
Intermediate credit for businessmen, 
175-176. 

Internal drain of currency, 223-224 
International gold standard, difficulties 
in, 741 

International lending and balance of 
payments, 596-597 

International monetary standard, eco- 
nomic stabilization under, 746- 
748 

International price relationships: 
balance of payments theoiy of ex- 
change rates, 607-609 
gold standard: 

dii^iiilibrium,' causes of, 578 
disequilibrium, corrective forces of, 
578-582 

from' gold' movements, 583--584 
: short-term capital movements, ’ 

584^585 

i^ntaneous, 580-582, 5^2-593 
time^ required to operate, 587-591 
unilateral capital movements, 
593-597 

goods moving in intemationaj 
trade, 569 
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International price relationships 
(Cont.) : 

gold standard (Cont .) : 
home-market commodities, 570-671 
in increasing-cost industries, 572 
meaning of equilibrium under, 571- 
572 

relation of prices of sheltered and 
unsheltered goods, 572-573 
unsheltered goods, 56^571 
inconvertible paper currencies: 
balance of payments theory sup- 
ported by experience of France 
and Germany, 602-615 
equilibrium rate of exchange, 598- 
600 

corrections of market rate, 607 
deviations from, 605-607 
e^tchange depreciation, cause of in- 
flation, 609-615 
France, 609-610 
Germany, 610-615 
flexible exchange rates, 599-600 
overvalued currencies, 606 
purchasing power parity, 600-604 
calculation, method of, 601-602 
criticism of Cassel’s method of 
calculation, 602-603 
deviations of market rate from 
calculated rate (table) ^ 606 
price index suitable for calculat- 
ing, 604-605 

seasonal fluctuations in exchange 
rates, 599-600 

undervalued currencies, 606 
price equilibrium, 568-569 
International trade: 
bilateral clearing agreements, 633- 
635 

gold standard, settlement of debt 
balances under, 573-^577 
resemblance to domestic trade, 565- 
566 

Interregional trade: 
domestic, settlement of balances, 574- 
675 

effects of crop failure, 562-566 
effects of shifts in defnand, 565 
effects of shifts in direction of capital 
movements, 564r-565 
Investihent, incentives for, 511-512 
Investment banking, type of financial 
institution, 52 
Investment funds: 

‘ demand for, 535-536 
supply of, 537-539 


Investments, bank: 
administration, 198-199 
evaluation of bonds, 191-193 
legal regulation of, 195-198 
liquidity, 193-195 
losses on, 199-202 
member bank (table) j 190 
national banks, classification of, 189 
under repurchase agreements, 195 
Involuntary open-market operations, 
312 (see also Federal reserve 
banks, open-market operations) 
% 

L 

Land Bank Commissioner, loans by, 
448, 453 

Large-scale banking (see also Holding 
company banking, Chain bank- 
ing, and Branch banking) : 
advantages of, 397-400 
aflSliated banks and companies, 400- 
402 

national banks, 400-401 
reasons for, 397-400 
Latin Monetary Union, 31 
Leakages, 522-523 

Legal reserve requirements, 134r-137 
classification of cities, 137 
computation method for member 
banks, 135-136 
deficiency, effect of, 136 
member banks, criticism of, 138-139 
reasons for, 132-134 
related to inelasticity of national 
banking system, 254-256 
Letters of cre^t: 
applications f6r, 367-368 
financing shipments between foreign 
countries, 369 

import and export, 368-369 
Licensing reopening of banks, 415-416 
Line of credit, 171-173 
Liquidity: 

Federal reserve bank : 
need for, 279-280 

related to temporary advances, 280 
of bonds, 193-194 
Loan and finance bills, 370-374 
Loans and discounts, 150-186 
accommodation, 168 
afiEliates, loans to, 185-186 
aimual clean-up, 171 
brokered 152-158, 431-4^ 
by New York banks for cormtiy cor- 
rei^cmdents, 156 



INDEX 


807 


Loans and discounts (Cont.) : 
classification of member banks’, 153, 
176-177 

collateral loan agreement, 157-158 
commercial, secured by stocks and 
bonds, 155-156 

commercial paper, 144r-149, 439-441 
commodity collateral, 158-163 
bills of lading, 160 
trust receipts, 163 
warehouse receipts, 161-162 
earnings and losses on (table) ^ 200 
executive officers, loans to, 185-186, 
427 

expansion of, on new reserves, 220- 
222 

fixed-capital, 206-211 
individual loans, limits on size of, 
182-184, 248, 252 
legal regulation, 182-186 
real estate, 178-182, 184^185 
secured by banks’ own stock, pro- 
hibited, 184 

secured by stocks and bonds, 152-156 
security trading, margin requirements 
for, 186 

self-liquidating, 204-209 
shiftable versus self-liquidating, 206- 
209 

short-term, 151, 174 
single-name paper, 168 
term loans, 175-177 
to continuous borrowers, 205-206 
unsecured, 163-174 
Loans and investments: 
member banks, 154 
percentage yields (chart), 201 
relative returns on (chart), 188 
Loans for “others,” 432-4S3 
Long-term interest rates, relation of to 
discount rate, 550 

from failed banks, 104 
on bond investments, 199-201 

M 

Maladjustment of world’s gold supply, 
704-709 

Managed paper standards, 49-50 
advantages, 50 
objections to, 50 

Marginal efficiency of capital, 519 
Market rate of interest . versus equi- 
librium rate, 5^>-642 
Market ratip, bimetallism, 26, 30 


Member banks: 

borrowing on collateral notes secured 
by: 

eligible paper and government 
bonds, 281-282 
ineligible paper, 282-285 
deposits of member and nonmember 
banks (table), 303 

earnings and losses on loans and in- 
vestments (table), 200 
examination by Eederal reserve 
banks, 294, 301 
excess reserves, 138 
chart showing, 329 
expansion, 329-330 

legal reserve requirements, 134-136, 
138-139 

loans, classification of, 151, 153 
loans and investments (chart), 154 
number of member and nonmember 
banks (table), 302 

rediscounts (see Federal reserve 
banks, rediscounts) 
reserve requirements (table), 134; 
(see also Required reserves for 
member banks) 

changes affecting excess reserves 
(chart), 329 

instrument of credit policy, 305, 315 
separation of security companies 
from, 411 

Metals, monetary, 20, 22 
Mill, J. S., on demand for money, 479 
Mint ratio, bimetallism, 26, 28 
Mitchell, W. C., on changing pric^ 
and length of prosperity and 
depression, 470-472 
Monetary and credit standards: 
qualitative standards of credit policy, 
774-779 

banking theory, 776-779 
Bullion Report, 774-776 
Currency School, 776-777 
self-liquidating commercial loans, 
776-779 

quantitative standards of credit pol- 
icy, 780-795 

choice of price levels for stabiliza- 
tion, 780-782 

constant per capita money incomes, 
789-791^ 

neutral money, 785-790 
stable wholesale prices, 782-784 
Monetary management: 
international co-operation, 748-760 
difficulties of, 748-749 
possible methods of, 749-750 
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Monetary management {Cont .) : 
methods of, 758 
central banks, 758-761 
composite commodity units plan, 
771-773 

control of foreign exchange rate, 
763-764 

Fisher's stabilized dollar, 761-763 
government investment in public 
works, 76^771 

one hundred per cent money, 764- 
769 

Monetary nationalism (see also Inde- 
pendent paper currencies): 
case against, 751-757 
case for, 741-746 

facilitates economic stabilization, 
745-746 

increasing rigidity of prices, 742- 
745 

Money: 

bank, 12-13 ^ • 

demand deposits, 13 
time deposits, 14 
coinage, 23-24 
defined, 9-lQ 
effective, 14, 16-17 
inconvertible paper, 24-25 
medium of exchange, 1-2, 8-8 
metals used for, 20-21 
need for stable value, 7-8 
origins, 18 

ininaitive foims^ 19-29 
standard: 

m cimiktion, 12 , 
other than gold, 15 
the State and, 11-12 
variahiyiity 11 
^sandard lof deferred pa 3 rments, 9 
standard of value, 7 
store of value, 8-9 
types of, in United States, 17-18 
use of, causing economic disturbances, 

Money desk, New ' York Stock Ex- 
’(^Uge, 432 

Money economy, and ^uimess cycles, 4 

Money anarket, contact of reserve banks 
with, 269-273 

Mortgage tru^ certificates, 180 , 

Multiple expansion pf b^nk credit, 221- 
222 

Mutfcfe^l^, the. Phase I, S2(H525 
leakages, effed; of, 522 i^ , . r * ' 

price level and, 523-^24 
public works a^, 524^525 


Multiplier, the. Phase II, 525-532 
propensity to consume, 526 
Mutual saving banks, insured deposits 
of, 102-103 

N 

National Banking Act, 247-251 
National banking system; 
difficulties under, 253-257 
inelasticity, 255-257 
seasonal movement of funds, 1905- 
1908 (table), 254 
Treasury aid during crises, 259 
National bank notes, 248r-2^ 
collateral, 257-258 
called for redemption, 251 
inelasticity, 257-258 
limit on volume, 249-250 
redemption: 
agents, 248, 250 
fund, 250 

reserve requirements removed, 250 
National banks: 

branch banking, limits of, 408-410 
consolidations, 400-401 
double liability on stock, 60^1, 248 
expanding powers, 252-2^ 
failure experience, 421-423 
individual loan limit, 182-184, 248, 
252 

investments, 187-189, 197-198 
real estate loans, limits on, 184-185, 
248, 252 

reductions of required capital, 251 
reserves required against deposits, 
248, 253 

trust department earnings, 393 
trust powers, 375, 390-^92 
National Credit Corporation, 413 
National farm loan associations, 443, 
445-446 

Natural interest ral)e, 533, 542 
Negotiable instruments, 70-74 
defenses against payment, 71 
holders in due course, 71 
indorsements, types of, 72-73 
liability of partis, 73-74 
aHeraftion,. 72 

presentment and notioe <d dishonor, 

i , 

tests of negotiability, 71 
t3^es, 70 V ^ . 

Neutirii^nfcQO^^ : ; 

i^Iaad Bask; 230 , ^ 

Nonearniiig.iase6ii^ 139 r > « , 
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Nonmember clearing banks, 114r-115 
Nonpar banks, 119-120, 125 
Nontransit items, collection of, 126 

O 

Official rates of exchange, 618, 628, 633, 
635 

One hundred per cent money, 764-769 
some criticisms of, 767-769 
time deposits and loans under, 766 
Open Market Committee, 295-2^ 
Open-market operations of Federal re- 
serve banks (see also Federal 
reserve banks, open-market op- 
erations) 

effect on reserves of member banks, 
271-272 

instrument of credit control, 312-313 
relation to rediscounting, 312-313 
Open-market policy, flexible portfolio 
of 1939, 332 

Operating ratios of member banks, clas- 
sified as to size (tables), 398, 
399 

Overdrafts, 66, 82 

P 

Paper, money, inconvertible, 24 
PlEtper money exchange standard, 48-49 
Par collection: 
controversy, 124-126 
of checks: 

Federal reserve banks' efforts to 
establish, 124^126 
legislation to prevent, 125-126 
suits to prevent, 125 
Piegged exchange rates, 667-668 
Peso, Philippine, 40-42 
Pittman Act, 291 

Population per bapii of states "with 
good ah^i biid‘ failure rales, 
423 

Portfolios of^ bank^' requirements' of, 
203-204 

Preferred slock of naticmal banks, ’61, 
427-428 

Price-control measures, 672-679 
Price-level changes: 
effects of, 465-^5 
on business incomes, 469Mt70 
©nr. debtors and creditors, 468-469 
on income disfributmn, ^ 
on wage earners, 470 
long-run changes and prosperity and 
depressibh, 470^-4^ 


Price-level changes (Coni ) : 
measurement of, 456 
short-run changes and effect on busi- 
ness activity, 473-475 
types of, 466-467 
Prices: 

discount rate and, 5447^551 
dispersion among individual, 463, 465- 
467 

falling, and business depression, 3-4 
in Canada, 1900-1913 (tMe and 
chavt) , 595 

rising, disturbances of, to business, 4 
Prices and exchange rates, during acute 
inflation, 610-613 

Prices and war, 654-680 (also see War 
and prices) 

Primary credit expansion, 305 
Production credit associations, 449-451 
Production credit corporations, 449-451 
Profits, windfall, 4 
Propensity to consume, 526 
Public works as method of monetary 
management, 769-771 
Purchasing power, shifts of, as correc- 
tives in balance of payments, 
580-582 

Purchasing power parity: 
calculation, method of, 601-602 
criticism of Cassel's method, 602-603 

Q 

Quantity theory of money, 486-488 
applied directly to M and ikf', 490- 
498 

central banks and, 489-^90 
versus BuUioni^, 557-^1 

R 

Real estate loans, 178-481, 184-185 
advisability of making, by banks, 
180-182 

amortization of, 181 
msured mortgages, 185 
mortgage trust certificates, 180 
, national banks’, limits on, 184-185 
Real income, per capita, related to 
changing price levels, 472-473 
Receivables, loans on, by discount com> 
panics’ 434 

Receivers of failed banks, 101-102, 429- 
.430 

Recognised dealers in aeccfpfcanees, 43S 
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Redemption fund : 
for Federal reserve notes, 289 
for national bank notes, 260 
Rediscounting (see Federal reserve 
banks, rediscounts) 

Rediscoxmt rate : 

as instrument of credit policy, 308- 
311 

subject to control by Board of Gov- 
ernors, 294 

Rediscounts of reserve banks for each 
other, 269 

Regulation T, on security loans by bro- 
kers, 186, 433 

Regulation IT, on security loans to bro- 
kers and speculators, 186, 433 
Rehabilitation of failed and distressed 
banks, 427-429 
Rentenmark, 684r-685 
Reopened banks, after holiday, 415-416 
Reparations, German, 610, 684 
Repurchase agreements, 312, 379, 438 
Required reserves for: 

Federal reserve banks, 266-268 
member banks, 134-135, 305, 315 
national bank notes, 248, 250 
suspension of, by Board of Gover- 
nors, 294-295 

Reserve bank credit (chart) ,327 
Reserve cities, 132, 134, 248, 251 
Reserve ratios: 

effect on expansion of bank credit, 
230-231 

of Federal reserve banks, 268-269 
Resumption of gold standard (see Gold 
standard, resumption of after 
First World War) 

RFC: 

agricultural credit corporations, 450 
gold purchases by, 726-727 
loans to banks, 413-414 
purchase of bank stock and deben- 
tures, 415, 426-428 
Rigidity of prices, 742-746 
cause of breakdown of gold standard 
after 1929, 713-714 

Rising prices and economic well being, 
784-785 

S 

Safety Fund System, 242-243 
Saving and investment, inequalities of, 
as causes of business and price 
changes, 510-^517 

Savings, volume of, factors affecting, 
526 


Savings banks, 52-53 
Seasonal movement of funds, 1905-1908, 
254 

Second Bank of the United States, 241- 
242 

Secondary credit expansion, 305 
Secondary reserves: 
bankers’ acceptances, 145, 147-149 
call loans, 145-147 

commercial paper, 144^145, 147-149 
composition, 144-146 
definition, 142 

earning rates on different types 
(table), 147 
eligible paper, 145-146 
government securities, 146-148 
size affected by behavior of deposits, 
142-144 

Securities Exchange Act, 186, 433 
Security companies, separation of from 
banks, 411 
Security loans : 
classification, 155 

regulations of Board of Governors, 
186, 433 

Security trading, loans for, 152-154 
Segregation : 
of thrift deposits, 89-92 
of tmst assets, 382 

Self-liquidating loans, 204-208, 278-280, 
776 

Sensitive prices versus insensitive 
prices, 743-744 
Service charges, 85 
Sheltered goods, 570-571 
Sherman Silver Purchase Act of 1890, 
33^4 

Short-term loans, economic use of, 65- 
58 

Silver Purchase Act of 1934, 733-734 
Silver question, the, 732-734 
Single-name paper, 168-173 
Sovereign, British, 35 
Spanish silver dollar, 31-32 
Spontaneous correctives of disequilib- 
rium m balance of payments, 
580-582 

Stabilization Fund, 14, 621-622 
Stabilized dollar, 761-763 
Stable prices, wholesale, inflationaxy ef* 
feet of, 783-784 

Stable prices and equality of savings 
and investment, 784 

Standard money, 10^11 (also see 
^ Money, standard) 

Standstill Agreements, 6^ 

State Bank of Indiana, 246 
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State Bank of Ohio, 246 
State banks: 

advantages over national banks, 249^ 
252 

affiliated with national banks, 406-402 
failure experience, 421-423 
membership in Federal Reserve Sys- 
tem, 297—303 

ratio to all banks {table), 252 
State member banks, regulation of in- 
vestments, 197 

Sterilization of gold imports, 331-332 
Sterling-area countries, 49 
Stockholders’ equity, related to bank 
failures, 424-425 

Stock market collapse, 1929, 146, 326 
Stop payment orders, 82 
Straight rehabilitation plan, 428-429 
Subsidiary Coinage Act of 1853, 32 
Suffolk Bank, 238-240 
Supply of capital: 

effect of commercial banks on, 53-56, 
231-234 

effect of savings banks on, 52-53 
Surplus : 

Federal reserve banks, 100, 267 
national banks required to carry net 
profits to, 61 

required to start a national bank, 61 
Sweden, gold exclusion policy of, 668 

T 

Telegraphic transfers, 128 
Term loans, 175-177 
Theory of eligibility, 278-280 
Theory of value of money: 
cash-balance approach, 480-484 
equations, 49^501 
central banks, place in, 489-490 
discount rate and price level, 544-551 
Hawtrey’s view, 547-548, 551 
Keynes’ view, 548^51 
discount rate changes, effect of : 
on long-term interest rates, 54^550 
on marginal business undertakings, 
545 

on middlemen’s borrowing, 547-548 
on speculation, 545-^546 
equations of exchange, criticisms of, 
501-503 
gold, 552-561 

cost of production and value, 553- 
554 

equality of money value and bul- 
lion value, 552-553 
monetary demand for, 556-557 


Theory of value of money {ConL ) : 
gold {Cont.): 
monetaiy supply, 555 
output and changes in price level 
(chart), 553 

income approach, 504-517 
equations, 505 

Hawtrey’s approach, 508-510 
income velocity (table), 507 
Multiplier, Phase I, 520-525 
Multiplier, Phase II, 525-530 
Multiplier and public works, 524r- 
525 

savings and investment approach, 
510-517, 514, 517 
interest rate, place of, 533-551 
quantity theory, 486-488 
applied directly to M and M', 490- 

497 

Bullionist versus, 557-561 
transactions equation, 485-489 
velocity, place of: 
acute inflation and deflation, 496- 

498 

equality of V and T, Snyder’s study 
on, 492-495 

equality of V and T, theoretical 
case for, 490-492 

Thomas Amendment of the AAA, 727- 
729 

Three-cornered exchange, 376-377 
Time deposits (see Deposits, time) 
Trade acceptances, 164-167 
abuses, 166 

advantages to banks, 165-166 
bankers’ objections to, 166-167 
nature and use, 163-164 
Trade paper, 163-164 
Traders’ outlay, 509-510 
Transactions approach : 
demand for money, 477-479 
equation, 485-490 

Transfer drafts. Federal reserve, 127 
Tripartite Agreement, 622-623 
Trust companies, 381-396 
advantages to banks in being, 388-389 
classification of fiduciary functions, 
386 

classification .of types and assets, 391 
common trust funds, 389 
concentration in trust business, 389- 
390 

deposit of securities with state au- 
thorities, 387 
early development, 381 
earnings, 393^94 
fees for trust services, 394-396 
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Trust companies (ConL ) ; 
national banks as, 390^92 
types of trusts, 384r-385 
Trustees, duties and liabilities of, 382- 
384 

Trust receipts, 163 

U 

Unitary demand for money, 478-479 
United States: 

abandons the gold standard, 719-720, 
725-726 

bimetallism in, 31-34 
Government interest-bearing debt, 
148 

money, 14^18 
securities: 

collateral for Federal reserve notes, 
288, 290 

purchase by Federal reserve banks 
{see Federal reseive banks, 
open-market operations) 
stabilization fund, 621-622 
Unspent margin, 509 
Unused reserves, source of elasticity, 
227-228, 258-259 

V 

Vault cash, 132-133, 224 
Velocity of bank deposits in United 
States, related to volume of 
trade, 492, 496 

Velocity of money, income, 506-508 
Velocity of money in Germany, 1921- 
1923, 497 

Voting permits, holding company, 410 


W 

Waiver and sale plan of bank reorgani- 
zation, 429 

War and prices, 654r-680 
avoidance of price inflation, 66^77 
draining off consumers’ incomes, 
669-670 

high interest rates, 670 
output expansion, 676-671 
price controls, 672-679 
movements of controlled and un- 
controlled prices {table and 
chart), 675 

1917-1918 experience, 673-677 
overall ceilings, 677-678 
problems after 1940, 677-679 
rationing, 672-673 
selective type, 678-679 
business inflation, 662 
gold standard abandoned in 1914, 
666-667 

neutral countries, position of, 662-665 
postwar price movements, 679-680 
wholesale price movements in various 
countries (table), 622 
War finance : 

borrowing, arguments for and against, 
665-662 • 

consumers, effect on, 658-659 
inflation, usefulness of, 657-658 
pegged exchange rates, 667-668 
per cent taxes to total governmental 
expenditures, 1917-1919 (table), 
656 

problems of, 664-661 
Warehouse receipts, 161-163 
Wildcat banks, 238, 244-245 
Working reserves, 132-133 
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BANK FAILURES 

AN UNPRECEDENTED number of bank failures occurred in 
■tx the United States during the period from 1921 to 1933. The 
agricultural depression, which began with the general bumess 
collapse of 19^ to 1921, continued with varying degrees of in- 
tensity down to 1929 and took a heavy toll in bank failures in 
agricultural areas. During the years 1921 to 1929, over 5,600 
banks failed with deposits of more than $1,700,000,000. The pro- 
longed and acute depression which began late in 1929 brought a 
still greater flood of failures, this time in the industrial centers 
as well as in the agricultural districts. Between January 1, 1^, 
and March 15, 1933, 5,492 banks suspended with depofflts of 
$3,500,000,000. By the end of Mardi, 1933, 5,200 banks, oper- 
ating ^fore the a:isis, with deposits of over $4,000,000,000, had 
not been licensed to reopen. Ihis meant sugrension of over 
16,000 banks with dep(^ts of over $9,000,000,{X)G between 1921 
and the end of March, 1933, not counting temporary suspensions 
arising directiiy from the bank holidays. 

The banking hofiday. The bank failure rituation became 
serious in 19^ when 1,345 banks with deposits of $864,000,000 
suspend®!. Conditions became rapidly worse in 1931, with 2,298 
failures invblvnig $1,691,000,000 in deporits. The banks them- 
sblves attempt to meet Ihe difficultiw by setting up, in October, 
1931, the N*ati|Oini Credit Cprljb^riohj au&oriz^ to issue up to 
$1,000,000,000 ha (tebeiitur^ which were to be sold to banks. 
The procee<k w^ to he lent to hard-pressed banks attempting 
to liquidate their Assets in the face of runs started by such whcde- 
sde feilures. It was hoped that this procedure would stem the 
tide fdr the' solvent bs^s. The National Credit Corpca^tion 
jkoved ihifeS^ve, howevef , aI:&oi^ the nurnbef of failures de- 
fmijn m fo in November, . 1931. ■ 

passed an act auQiormng the 
oi^anlbaa^ pf the i^e^nstruction Einance Corporation,, a goy- 
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emment corporation with power to issue debentures which were 
sold to the Treasury, and to lend funds to distressed financial 
institutions, railroads, and farmers. Between February 29, 1932, 
when it started operations, and December 31 of that year, the 
RFC advanced $4,450,000,000 to banks and trust companies. 
Failures declined to 121 in February and to 46 in March. Al- 
thou^ rismg to 131 in June, they declined to 67 in September. 
In spite of aid granted by the RFC, 242 banks failed in January 
and 154 in February, 1933. Weak spots in the banking system 
were developing rapidly as banks were subjected to increased 
pressure from depositors. The attempts of banks to reduce loans 
and to get cash put more pressure on prices and business as goods 
were liquidated to pay loans. The selling of securities demoral- 
ized the bond market and increased the difficulties of the banks. 

The situation of the banks in Michigan became so hazardous 
that a holiday was declared by the governor on February 14. 
The closing of the Michigan banks put heavy pressure upon the 
banks in the surroimding territory as corporations and others 
sought to obtain funds by withdrawing deposits in unrestricted 
banks. Indiana declared a holiday on February 23, closely fol- 
low^ by Maryland, Arkansas, and Ohio. The holidays Spread 
until all banking operations were virtually suspended throughout 
the eountiy by March 4.’‘ On Monday, March 6, 1933, the Presi- 
dent dosed all the banks by proclamation under the powers of a 
wartime act of October 6, 1917, which authorized the President 
to r^alate transactions in foreign exchange and the export or 
hoarding of gold or silver cdn or bullion. 

The presidential proclamation declaring a general bank holi- 
day be<ame necessary in order to put a stop to bank runs and the 
aocMnpanying hoarding of cash. Only by a complete suspension 
could the banking situation be put into shape so that public con- 
fidence mi^t be re-established. The holiday caused an almost 
complete suqjaiision of buaness activity as the means of pay- 
ment yr&Q shut off. Hie prodamation originally fixed Mardi 9 
as the last day of the holiday, but the .tiipe was afterw^ ex- 
tended. Not only Was the non4ay necessaiy if order was to be 
restored for member and nomnember banks, but it also served 
the very ureful purpose of relieving a rapidly flowing strain on 
the reserve banl^ Member banks increased their rediscounts 
during the latter part of February and the first week in March 
by $1,170,000,000, while the res^e banks bou^t $4^,000,000 

* "Fedaa! Eeemre Bank of New York,” Monthlp Review, April, 1933. 
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in bills and securities in the open market. Between February 
1 and March 4, $305,000,000 in gold was exported, while gold in 
circulation (hoarded) increased- $150,000,000 during the same 
period. As a result, the reserves of the reserve banks in excess 
of the statutory requirement declined from $1,476,000,000 to 
$416,000,000, and the average reserve ratio for the twelve banks 
fell from 65.6 per cent to 45.3 per cent. 

On March 9, 1933, Congress enacted an Emergency Banking 
Act which: (1) approved and confirmed the action of the Presi- 
dent; (2) authorized the President during any period of national 
emergency to regulate or prohibit foreign exchange transactions, 
to prohibit export or hoarding of gold and silver coin, bullion, or 
currency; (3) authorized the Secretary of the Treasury to call in 
.'all gold coin, bullion, or certificates when in his discretion it is 
necessary to protect the currency; (4) authorized the appoint- 
ment of a conservator for national banks in difficulties, pending 
final disposition of their affairs by return to full legal status or 
liquidation (a certain fractional part of the deposits of banks in 
the hands of conservators might be classified as withdrawable and 
a pOTtion restricted at the discretion of the Comptroller of the 
Currency, while new deposits were to be segregated and held in 
cash or invested in government securities and to be payable on 
demand without restriction) ; (5) set up rules for the reorganiza- 
tion of national banks; (6) authorized national, .banks to issue 6 
per cent cumulative preferr^ stock fr^ -from liability for assess- 
ment, with preference as to assets in (Jaee of liquidation, and with 
such voting power as is api^ved by the Comptroller; (7) au- 
thorized the Secretary of the^Veasury to request the Eeconstruc- 
tion Pinmce Coiporation to buy ca: lend on preferred stock of 
any bank in need of capital funds; (8) authorized the issue of 
emOTgency ourrency in the fmrm of Fe<Wal reserve bank notes; 
and (9) permitted member banks to dbtain emergency aid by 
borrowii^ on tjiear notes secured by noadigible paper (nonmem- 
ber l^nks were pvgn the p-iyilege of borrowing at the reserve 
banks for one year by an act passed MarA 24, 1933). 

On March 16 the President i^ued an executive order authoriz- 
ing the Se<aetMry of the Treasury to approve of the issuance (rf 
lic^jses, to member banks making ..ap^eation to the reserve 
bail^s. It fqrther, authorized state authorities to permit the re- 
opening of nonmenibOT banks. On March 13, 14, and 15 the 
^oretary of tlm Treasury gave licenses to reopen member banks 
^ftpfed ^ s€«ffid hy Comptroller. State authorities did 
EksTK&ei.’ ij^anks eerti^ad as sound seem to have been those in 
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possession of sufficient assets to enable them to obtain loans at 
the resen-e banks to pay off all depositors if necessary. The 
Secretary of the Treasury issued a statement in respect to the 
new banking act to the effect that: "This legislation makes pos- 
sible the opening of banks upon a sound basis, backed by an ade- 
quate supply of currency. Through this law the banks which 
will open will be placed in a position to meet all demands.” The 
restoration of a genuine stockholders’ equity in the reopened 
banks was postponed until a later date. By March 29, 12,800 
out of 18,000 banks operating before the holiday had reopened. 
This number included member banks carrying approximately 90 
per cent of the total member bank deposits. Reopened banks 
were not permitted to pay out gold or gold certificates, nor were 
they allowed to pay out currency for hoarding. Immediately a 
rapid return flow of cunency to the banks set in which amounted 
to 11,185,000,000 by Maroh 29. Public confidence was restored 
and the emergemy was past. 

Comes of Bank Failures 

The seriousness of American bank failures has stimulated much 
interest in possible remedies. Such remedies must necessarily be 
developed in the light of basic causes of failure. In Table 47 
some of the more general causes of failure among national banks 
can be seen.* 

After 1872 it appears that the most frequently occurring causes 
of failure during pwrods ftee from acute or prolonged depression 
are whdly at partially found in d^onest and illegal banking 
practices (Group 2). Ehiring p^ods of ^rious depression such 
causes beroiafi relatively k® impOTtant. The unusually low 
figures for the causKi appearing in Group 2 after 1923 are par- 
taally due to a diange in classification which excludes violation 
of bmking laws. The importance of fraud and violation of 
bulking laws as cauaes of bank failure is especially pronounced 
between 1900 and 1920, It is quite natural to find depression in 
busings, and dejaeciation Xif aSsete for i^easons oth^ than fraud 
and violation of banking laws, refetively unimjjortant during 
years of prosperity. 

If one combines poOT mtoagMnent With fraud and* violation of 
banking laws into one general class of *'i|ntemal cauSte” and cdn- 

Wnis aad & fenge extent takea from wrtide 

m the Jowmdo} oe «BaEk Paa«r|s, cSSi 
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trasts the magnitude of the' internal causes of failure with that 
of the “external causes,” consisting of depreciation of assets and 
depression, it becomes clear that the internal causes are the pre-^ 
dominant ones in all save the depression periods. One may con- 
clude, therefore, that a prevention of the operation of these in- 
ternal causes, consisting of incompetent management, fraud, and 
violation of established banking law, would go far in abolishing 
bank failure even in bad times. 


TABLE 47 

Causes op Failure op National Banks t 


Eatio of Number of Occurrences of Each Cause to the Total Occurrences 
of All Causes (in Approximate Percentages) 



Poor 

Fraud 

and 

Violation 

All 

Internal 

Depression 

and 


Management 

of Law 

Causes 

Depredation 

Years 

(i> 

(S) 

(1) and (2) 

of Assets 

1865-1872 

me 

32% 

79% 

20% 

1873-1879* 

26 

23 

49 

50 

188&-1S89 

21 

41 

62 

37 

1890-1900* 

31 

29 

60 

38 

1901-1905 

21 

48 

69 

30 

1900-1908 



73 

26 

1909-1913 

20 


25 


1914-19^ 

25 

63 

88 

n * 

1921-1922* 

23 

18 

41 

58 

1923-1929:$ 

West of Mississippi 
Eiver* 

31 

9 

40 

60 

East cl Missihsipitt 
Eiver, mam^ in 
a^rkulfuie^ South 

32 


58 

41 

1930-1931* 

51 

1 

52 

47 


• The starred perils eimtaln Tears of severe depressioB. These periods show a ^arp 
in psacposa as eanseo of 

t Ce^ated from^ta^yen in the Annual Reports of ComptroUer of the Currency. 
The to all banhs ^eed in handas of a receiver* 

t BeiginniHg 19S5, the oomptpoiler*8 reports dassifjr oatises m fSaJlare only as ; fl) incom- 
petent QimC and <|epre^i|im. Thio in a redaction of yae 

size, of Group 2 hy pnltix^ yfoladon of hanlp&g iaw% exeesmve loans, etc^ into the 
eatei^ory of poof ^ S ‘ . f 


On the other hand, during the periods of the greatest number of 
faSureS'^^iaBMly, periocfei of acute or, prolonged depression— -ex- 
ternal, muses bemme relatively, important., This w;as particuT 


19^ by thf 

both l^islative aiid 

erf. % usd^iTmg, ow}^ .foar 
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lent, weak, and ineflBcient management and for the susceptibility 
of banks to severe depression. 

Relation of size to failure. An examination of Table 48 shows 
that on an average in the whole country, banks of larger size 
fared better than the smaller ones, not only before 1930 when the 
depression was mainly confined to agriculture but during the 
1930 to 1933 period as well. This fact has caused many to con- 
clude that an important cause of failure is found in the smallness 
of banks. 


TABLE 48 


National Bank Failotbs CiAssimD Acxx>BDiNa to Cahtal Stock 



moioldSB 

Jan. 1,1830 to 
Oct.$l,im 

CapiUd of lest than p^fiOO: 

Total number of blanks 

6,4^1 

5,414 

Number of failurba 

424 

985 

Rate of failure (by per cent) 

6.6% 

182% 

CapOal of ttOOpOO to mOfiOO: 

Total number of bemks 

1,155 

1,081 

Number of failures 

29 

171 

Bate of failure (by per cent) 

2A% 

15B% 

Copitof of tifiOOflOO md over: 

Total number of banks 

234 

213 

Number of failures 

1 

21 

Bate failure (by per cent) 

.42% 



The rat» of failure for banks of different azes, however, are 
somewhat distorted by the fact that after 1929 the agricultural 
areas, which contained over two-thirds of the banks with capital 
of Jess than t^00,000, were subjected to continued severe de- 
pression, more acute, in fact, than that suffered in the larger 
dti^ A more accurate picture of the relation of size to failure 
may be had by computing the failure rate of banks of different 
sizes for each generd geographical area. The re^ts of such a 
ewnputatignfor the period 1930 to 1933 are given in Table 49 on 
page 4197 

The rates of failure diown in Table 49 exhibit remarkable 
variety. Among the national banks erf New England, the fail- 
ure rate grows deadOy wor^ as banks grow in dze. Among 
banks of Ae East, those in the group next to the Smallest in size 
fared the best. Otherwise, there is littld difference. In the 
Pacifie area the seoemd fiom ihd largest group shows no failures, 
while the other three groups dioW littie difference The ‘three 



4r^otal aumber of banks Is the averaae of tbe number operating at the beginning of each year 1930-1933. 


m 


Less than $200,000 

$200,000 to $499,000 : . 

$500,000 to $999,000 

$ 1 , 060,000 and over j 

Capitalization Group 

^ ^ ^ 

Toted Number of 
Banks* 

1 New England 

M t-* CO C;* 

Number of FmLwtes 

0 f;ii. CO (0 
bo 09 bo 

Rate of Failure 
{By Per Cents) 

Cn *<1 ® 
cn «o 0 
bt'o'o’o 

Total Number of 
Banks* 

East 

0 « 8 S 

Number of Failures 

Ml-* M 

0 M oa fco 
bo 

Bate of Failwre 
{By Per Cents) 

M 

MM 

Ov 0^ C» 0)1 
00 

CW ^ <D 

Total Number of 
Banks* 

1 

w. 

l>9 

M 00 CO 

Cn o> 00 0 

Number of Failures 

CO iso M 
€0 Or 1^ to 
lo bo to 

Rate of Failure 
{By Per Cents) 

p 8 0 

CO 09 M tsO 

to to bt to 

Total Number of 
Banks * 

Middle West 

CO 

M Ox *0 
Ox c;t 00 00 

Number of Failures 

to 10 to 

M CO 00 

to ^ bo to 

Rate of Failure 
{By Per Cents) 

M Oi S 

rfk. CD CO to 
to bx ^ to 

Total Number of 
Banks * 

West 

M 

•O' 

0 M 0 

Number of Failures 

M M 

0 0 0 M 
to bx bo to 

Rate of Failure 
{By Per Cents) 

sggi 

to bx Vj Ljt 

Total Number of 
Banks* 

Pacific 

Ox 

CO 0 00 o> 

Number of Failures 

to to bo to 1 {By Per Cents) j 


TABLE 49 

Failihies of National Banks in Diffesent Areas Classified Accordinq to Capitaii Stock, 1930-1933 



420 


BANK FAILURES 


great agricultural areas, the South, the Middle West, and the 
West, show a marked difference between the failure rates for 
banks with a capital of 11,000,000 and over and for the smaller 
banks. Here is the reason for the favorable showing of the group 
of largest banks in the country-wide averages of Table 48. 

The banks with capital of over $1,000,000 in the three agri- 
cultural areas consisted of the larger banks of the largest cities of 
those areas. Although dependent fcnr their prosperity upon trade 
with the surrounding agricultural regions, these centers were es- 
sentially industrial and conunercial in nature. The tj^e of bank- 
ing business available to such banks was not unlike that of the 
banks of similar aze in the more highly industrialized areas. In 
fact, the failure rate for these banks in the South and Middle 
West is approximately the same as that for New England and the 
East. The excellent record of the large banks in the West is the 
only exception. One is forced to the conclusion that among the 
national banks, size has been a relatively unimportant factor in 
relation to the rate of failure. Even where the largest banks 
diow some superiority, that superiority is due to the fact that 
they are being compart with small banks which were more ex- 
pos^ to the blows of depression. It is interesting to note that 
in a number of instances the larger banks show a distinctly less 
favorable failure rate thmi the smaller. 

TARLE so 


Ihmusa Bane Failitkes, 1925-1^ * 
(CSasaiSed Sie of CJapital Stock) 


Cepkd Stock 

Failures tn Each Group 
(In Peroentage of Average 
Eumbet of Active Banks in Each Group) 

$ i€yDoo-$ mm 

39% 

20JO(»- * 

26 

mm- 

18 



22 

mm- 

ao. 

mm- 

53 

mpm- 79,999....... 

53 

mm- mpm 

m - 

mm- mm 

0 

300^0- 399,999 

18 

2004)0©- 2^,999....... 

1|5 

mpm-mm * 


400^ ^,999 


5004^ ftiid 0v«r. 

n 

Avei»ge all grpups 

m ^ 

* Expert of SMp €ommi»Ho» for Irnmutioni, ^ 
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Additional evidence bearing on the relation of size to rate of 
failure is given in Table 50. Among Indiana banks with a capi- 
talization of less than $100,000, the smaller banks were fre- 
quently superior to the larger. 

Failure rate of national banks and others. The failure ex- 
perience of national banks has been much less serious than that 
of the state and private banks. Likewise, Federal reserve mem- 
ber banks have made a better diowing than the nonmember 
banks. The superiority of member banks over nonmembers can 
be ascribed to the character of the banks which are members 
rather than to the fact of membership itself. This is indicated 
by the fact that the bulk of the Federal reserve memberriiip is 
made up of national banks and the state banks located in the 
larger financial centers, both of which have relatively low failure 
rates. The suspension rates of the different types of banks din- 
ing the period 1926 to 1932 are presented in Table 51. 

TABLE 51 


Suspension Rate of Different Classes of Banes Expressed in 
Pebcbntaoe of Faeluses to Total Banks in Each Class * 

(As of December 3J of the Preoediiig Year) 


Year 

National 

State 

and 

Private 

Stale 

Member 

AU 

Members 

Nonmember 

1926 

lJ5^c 

4.1* 

2.4* 

13* 

42* 

1927 

’ 1.1 

2J9 

2.4 

U 

2.9 

1928 

.7 

23 

12 

3 

2.4 

1929 


Z2 

1.4 

3 

32 

1930 

2.1 

6B 

22 

2.1 

7.1 

1931 

5B 

12J0 

103 

6.4 

121 

1932 

4.3 

83 

62 

43 

83 


♦ Compiled froRi data appearing in tbe Federal Reserve BuUetin» for tlie years 1930-1933, 

To eliminate the possibility of distortion of the Mure rate be- 
cause of the nature of the geogrfq)hie$i distribution of the dif- 
ferent t 3 q>es of banks, a comparison is made, in Table 52, for each 
geographical area. La each of the gec^aphical areas, the failure 
experience of the nationid banks was better than that of the state 
banks. In many inft^ees it was distinctly betto. Althou^ in 
all £ueas the faSui^ state banks were worse than those of 

the national w^b especially unfavorable in New 

En^aad, the the Pacific areas. 

The state ba^^^rd may be attributed to two main causes. 
First, state bank j^arters have been too easily obtained by irre- 
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r 
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Average Nurnbet of 
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Nvamher of Failures 


da bd 

ba ^ 

Bate of Failure 
(Bg Per Cenis) 
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Average Number of 
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Number of Failures 

r 

t-* 

CO M 
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Rate of Failure 
(By Per Cents) 

CO 

'ba 

to bs 

Average Number of 
Banks 

South 

— , 

238 

1,136 

Number of Failures 

Co 

o oa 
bo iad 

Bate of Failure 
{By Per Cents) 

1,787 

6,415 

Average Number of 
Banks 

Mibblb West 

'<0 bO 

Number of Failures 

16.0 

30.0 

Rate of Failure 
{By Per Cents) 

1,091 

2,457 

Average Number of 
Banks 

R 

§ 

119 

727 

, Number of Failures 

10.9 

29.6 

Rate of Failure 
{By Per Cents) 

469 

774 

Average Number of 
Banks 

Pacific 

S S j 

Number of Failures 

to ►-* 

CO 

Rate of Failure 
(By Per Cents) 


Comparison of FAiLxmBS of National Banks wtth Othkr Banks by Ghsooraphical Divisions, Junb, 1929~March 16, 1933 
(Total NmiAer of Banks Is the Average of the Number at the Beginning of Each Yearly Period Starting June 30 ) 
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sponsible and inexperienced individuals. Purther, they have 
been issued with little regard to the actual banking needs of the 
community to be served. For example, in numerous instances 
Indiana villages of less than five hundred inhabitants boasted of 
two or more banks.* The second cause is lax supervision of 
banks, evident in many states, because of inadequate banking 
laws and underpaid, overworked, and ineflElcient examiners. 

The record of state and national bank failures shows a crying 
need for a unified banking system operating under Federal con- 
trol. This would facilitate the prevention of overbanking re- 

TABLE 53 

Percentage Change in the Nui^er of Banks prom 1900 to 1920, Population per 
Bank in 1920, and Suspension Rate, 1921-1936, in the I^n States 
Having the Highest and the Ten States Having the 
Lowest Suspension Rates * 


S%i9pension Rate, 

% Change in Number per 

States of Banks Between Population per 100 Banks in Opera^ 



1900 and im 

Bank,19£0 

tkmJuneSOfiOSO 

10 states with the highest 
suspension rates: 

Florida 

+4038 

3,725 

ms 

South Dakota 

+2^8 

917 

83.1 

Arkansas 

+6672 

3,605 

763 

South Carolina 

+4778 

3.7M 

T4.4 

Michigan 

+ 64i) 

4,^ 

74.4 

Iowa 

+ 67.4 

‘,1,242 

725 

Nevada 

+371.4 


69.7 

North Dakota 

+4648 

720 

68 j 0 

Nebraska 

+103.4 

1,684 

65.1 

North Carolina 

+4048 

4,412 

64.7 

10 states with the lowest 

suspension rates: 




Penn^vania 

+ 698 

6,722 

ms 

Texas 

+332.1 

2^ 

275 

V^inont 

+ 798 

44)65 

22.7 

New York 

— 42.7 

10,795 

225 

California 

+1488 

4,760 

m 

Connecticut 

+ 37.0 

8,522 

isj 

Massachu^ts 

— 541 

14,215 

178 

Delaware 

+ 661 

5,718 

15.4 

Rhode Island 

— 60.7 

18,315 

12.1 

New" Haimpehire . . , , 4 * 

+ 212 

5,539 

lU 

For- the United Slates 
as a whole , - . * , : : ^ - 

+1183 

3,^ 

49.7 

♦ Pederat Resorts Dec^g^r, 1937, p. 

1220. 



^Mepott of Cpmmmon for fniktna PimncM^ InstiMions,, l^t, p. 8^ 
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suiting from lax and competitive chartering while bringing uni- 
formity of regulation and control. The present makeshift 
arrangement arising from the Federal Deposit Insurance Corpo- 
ration activities cannot go to the root of the problem. 

Branch banking. It would be desirable to compare the failure 
experience of branch banks with that of unit banks operating un- 
der similar conditions. Unfortunately, adequate data seem not 
to be available. However, on December 31, 1929, there were 822 
branch banking S 3 ^tems with 3,547 branches, reported as operat- 
ing in the United States.* During 1930 and 1931, 134 branch 
systems with 388 branches failed.' Altogether, then, 134 branch 
systems out of a total of 822 operating at the beginning of the 
period failed during these two years, with a failure rate of 16.3 
per cent. Putting it in another way, 522 out of a total of 4,369 
banking offices operating under branch systems failed with a fail- 
ure rate of 11.9 per cent. This may be compared with the failure 
rate for all national banks for the two years of 7.9 per cent, and 
for all state and private banks of 18.8 per cent. This scanty 
evidence leads one to suspect that branch banking as practiced 
in the United States is on the average inferior to the unit na- 
tional banking system and is about on the general level of the 
state banks. One may add that this is not a fair test of the 
efficimicy of genuine branch banking. Of the 388 branches in- 
volved in failures, only U3 were located outside of the home city 
of the pa^t bank, while none was able to obtain the advantages 
of diversifiication whkh might arise out of interstate branch bank- 
ing. 

Stodhrddeis’ equi^ in banks as rdated to failure. It is 
natural to suspect that one contributing factor in bank failures is 
insuffikaent stockholders’ equity. Table 54 contains a compari- 
son of the ratio of stockhc^ders’’ equity to deposits between nar 
tional banks which failed during the &st ten months of 1932 
and aU natimial banks. The comparison is as of December 1, 
1^, whkh is sufficiently far ahead of the date of the failures in-f 
voived to gfre a fak iHutore. 

Tte bvidenee is at aH oonelurive that, one year or more 
before failure, the fspfed banks had a stockholders’ equity ratio 
inf«ti(W to that of tlto average bank. The difference in the two 

♦ Chain, aad Geewt* Braking ” Seai^ flf ^ QmntUUfi m 

md Ctermtcif^ House d jp, ^ 

a PSftifeer, mi CShttiwaaiiJ ilmYchk, 

Press, p. lid, repoit of 



BANK FAILURES 


425 


groups of smaller banks is so slight as to be of little significance, 
while the equity ratio of the group of largest banks was actually 
greater for the failed banks than for all banks. This, of course, 
does not mean that a satisfactory ratio of invested capital is not 
a necessary feature of sound banking. It does indicate, however, 
that it will not overcome the effects of bad management,® 

TABLE 54 

Ratio of Stockholders* Eqtjitt to Deposits fob National Banks Which 
Failed January l-OcroBia 31, 1932, and for All National Banks* 

(As of December 1, 1930) 


StockholdeTs* Stockholder^ 
Equity to Equity to 

Size of Banhi Deposits — Deposits — 

Classified According Number of Failed Banks All Banks 

to Capital Stock Failed Banks {By Per Cents) {By Per Cents) 

Under $2(K),000 183 15.7% 17.6% 

$200,000-^,000 52 14.6 16.9 

$1, (XX), 000 and over 4 16.3 16.1 


* Compiled from the Annual Reports of the OcmptroUer of the Currency. 


Conclusion. The evidence presented here shows that faulty 
management rather than external circumstances is the major 
cause of bank failures. During prog)erous times, fraudulent and 
niegal banking practices loom large among the causes of failures. 
Diiring periods of prolonged depression, weak and inefficient 
management imable to meet the rigorous requirements of the 
times contributes heavily to failures. It follows, therefore, that 
the most fruitful remedies for bank failure must be sought in 
improved management. There are, naturally, two general meth- 
ods of approach to the problem of improving bad bank manage- 
ment. The first involves the use of direct pressure; the second, 
the altering of the institutional framework within which bankers 
must function. One form of direct pressure might well consist 
of a requirement that afl bank executives should demonstrate 
their possession of a minimum amount of knowledge of sound 
banking principles and practice by passing some form of examin- 
ation. Su(h'a plan m^t give rise to a body of “certified bank- 
ers,” who would asristm the promotien of a professional attitude 
among bankm® in general. In addition to such measures, there 
mu^ bo retained andistrengthened the existing methods of ex- 

• « Abot seie R6dkey, IL G., Bank FoMvjea in MioUgan, 1935, Michigan BusU 

nes»‘^ia^ 0 s. (Vot 711, No. S. ' 
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amination and control by public authority. The intelligent bank 
examiner and supervisor can very effectively improve the quality 
of bank management by insistence upon sound loan and invest- 
ment policies, as well as by the detection of fraudulent and illegal 
practices. 

A consideration of any alteration of the institutional frame- 
work surrounding banking activities confronts us with the ques- 
tion of what changes are desirable. Although it is commonly 
held that small banks are much more susceptible to failure than 
large banks, and therefore that large banking units are to be en- 
couraged, the evidence indicates tiiat the failure rate of large 
banks during the last few years is quite as great as that of small 
banks. An attempt to prevent failures by encouraging the de- 
velopment of banlffi of larger size cannot in itself be expected to 
be particularly beneficial. One benefit from such an attempt 
might arise from the fact that the increase in the size of banks 
in rural areas would necessitate the introduction of branch bank- 
ing, If branch ^sterns of the t 3 q)e capable of promoting diversi- 
fication of loans and deposits resulted, there should be a definite 
gain in bank stability. 

Another proposed improvement in the banking system takes 
the form of minimum requirements for the ratio of stockholders’ 
equity to deposit liabilities. But the facts indicate that such re- 
quirements would be of little consequence in preventing failurea 
'Zhe failed banks studied generally had a ratio of stockholders’ 
equity to deposits as subs^tial as that of the surviving banks 
and, in any event, well above the commonly suggested minimum. 

AJthou^ tire failure ecsperience of state banks was consider- 
^ly worse than that of national banks, membership in the Fed- 
eral Reserve System spears to have been of Kttle benefit, 
^en one takes into account the fact that mc^ state member 
banks are located in areas less exposed to depre^on, their su- 
peri<Hity over nonmember banks becomes unimportant in the 
light «f fteir infeimity in oompgrison with national 

banka force aB state.banks into meml^rship in the 

Federal Sfoseve Sptep to be of ittie use m preventing 

failures. On lie otlW h^ht be reaj- 

iaed by the abolition of the qual system of elm^ering banks. 
Hiis is true, first, because Ihe statfe-ch^^red bai^s have been 
much more susoeptibfo fo failure than natfo^^- ban^, .and 
seoond, because Ihe dual system has contributed ‘to dvere^ah- 
of new banks duimg periods of proE|>ep1^. . ‘ mifoome 

has in turn tmded to increase the number of! and 
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incompetent bankers in the field and has resulted in excessive 
competition, leading to unwise banking practices. The effective- 
ness of public supervision could be greatly enhanced by a unified 
system of commercial banks under Federal control. 

In both good and bad times defective bank management has all 
too frequently taken the form of excessive loans to the bank's 
own oflficers. This fact suggests two possibilities for improve- 
ment. First, the $2,500 limit on loans by banks to their execu- 
tive officers or to firms in which they are partners, as provided 
in the Banking Act of 1935, should be extended to include loans 
to all firms controlled in any substantial measure by such bank 
officers. This rule would definitely ban the doubtful practice 
of attempting an impartial appraisal of the banker’s own credit 
standing and should go far toward reducing the abuses of ex- 
cessive and fraudulent loans to insiders. Second, the temptation 
on the part of inside interests to engage in borrowing might well 
be reduced. An outright prohibition of all banking affiliates, 
would be a wholesome change. This «>uld be done with no harm 
to banking efficiency if branch banking barriers were aboli^ed. 
Also, branch banking, in contrast with unit banking, fumidies & 
more adequate outlet fca* the energi^ and abiliti^ of the capaW© 
banker and reduces somewhat the urge to develop outside busa-> 
ness interests. 

The possibilitira of improvement in the management of banks 
seem greater under a sound bramdi bankii^ system than under 
a unit banking system. HowefveXj the evidence indicates that 
branch banking as we have it in the United States has not on the 
average been equal to the av^’age performance of the national 
banks, which are predeaninantly the unit form. Branch bank- 
ihg, to be of any serious conseqtieDce, mast be allowed to develop 
Over wida:; than 'ffiese permiMed at pr^nl 

, , ‘ j^MnlUation of Banks 

■The r^pCnir^ of the banks- aft^ the hohday by no means com- 
the task. In many communities thm were no banking 
fi^ffities; m .<^m''&e banks in op^raticm had little sound capi- 
tal or stockholders’ equity; while in some places banking faeffities; 
Were fo serve local hee<fe, Fin^y, there was the 

proMmn Of salvaging as mudh as possible from the banks that- 

cs^ifai crfill^tions to the RFCX To strengthen the- 
eapi^ gfcrhetalm ref^ened braM, 4iey were encourage^ 
to to the RFC (capitfd' notes or deWrtures 
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were used where state law did not permit the issuance of pre- 
ferred stock free from double liability). Such banks were first 
examined and were required to have a reasonable margin of 
owners’ equity to protect the RFC’s interest. Anticipated earn- 
ings were required to be sufficiently adequate to provide divi- 
dends or interest charges. When funds were advanced against 
capital notes or debentures or loaned against the security of pre- 
ferred stock, the banks were required to give assurance that the 
management and the salaries would be satisfactory to the RFC 
while it owned any of their obligations. In the case of default 
on two dividends on preferred stock or failure to amortize the 
principal on such stock at 5 per cent per annum, the preferred 
stock may take control of the bank. The banks are subject to ex- 
amination by the RFC while it owns any of their obligations.'’ 
The RFC originally required a return of 5 per cent on stock or 
notes purchased with a 1 per cent rebate if retired within three 
years. As of July 1, 1936, it reduced the rate to 3 per cent.® 

The larger banks were urged to lead the way in the sale of 
obligations to the RFC and to encourage similar action by smaller 
banks, many of which needed more capital funds in order to 
qualify for deposit insurance. On November 30, 1935, the RFC 
Owned $879,348,000 of preferred stock, capital notes, and deben- 
tures. The volume of such holdings has been declining as the 
banks have gradually retired th^ obligations. Capital notes, 
debentures, and preferred stodr may not be retired unless the 
eiqiital funds comprise from to ^4 of the deposits.® 

Refaalnlifatioa of dosed banks. In many instances it seems 
dedrabie to rehabilitate a dosed bank, eith^ because of the need 
for Its sendees in ibe community or because it offers a better way 
of salvaging the assets for depositOTs. The general principle of 
Kich rehabilitatioii involves the establidiment of adequate sound 
capital in excess of the bank’s liabilities to depositors. This may 
be accomplished by the sale of a suffident amount Of new stock, 
by the assessmmt of old stoddmid^s, by waivers of depositors 
to tiieir claims, <r by a ocanbinatiai of methods. ^ Two genrt^d 
methods have been used in rehabilitating dosed banks since '1^ 
holiday." 

Under what is known as Ibe ’%friaight rdiabilitation plan,” 


7 Cyril md Lamke, Edwin, Closed and Dktveseed Banks, 

t(0^ Brookings inelatution, PP- W i ; S 

York Times^ July 13, 1936. ' , . 

• tjpliani and Lamke^ osKjdL ^ ' 

125-134. ' . . 
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the existing bank is reorganized by: (1) writing off bad assets 
to the amount of the capital, surplus, and undivided profits; (2) 
a waiver of the depositors’ claims by an amount necessary to 
bring the volume of deposits not waived down to equality with 
the sound assets; (3) the surrender of old shares by stockholders 
and a resale of these shares to them as a source of new capital 
funds; and (4) the sale of preferred stock to the public and to the 
RFC if necessary. Since the waiver of depositor claims has ren- 
dered the bank solvent, no claim for double liability can be ex- 
ercised against the stockholders. The poor assets are set aside, 
and anything realized from them is applied to the waived de- 
posits. Such an arrangement may be brought about, in the case 
of national banks, by the written agreement of persons holding 
two-thirds of the stock and 75 per cent of the unsecured deposits 
(or other liabilities), provided consent is given by the Comp- 
troller. Depositors and stockholders who do not consent to the 
agreement are also bound. Upon the reopening of the bank, the 
unwaived portion of deposits is made available without restric- 
tion. 

The second method used is known as “waiver and sale.” Un- 
der it the depositors are called upon to waive their cMms in ex- 
cess of the amount that can be realized from a sale of the sound 
assets to another bank newly created. The newly organized 
bank purchases the sound assets and assumes the unwaived liar 
bilities of the old bank. The unacceptable assets are transferred 
to a trustee, who liquidates them and applies the proceeds to 
payment of the waived claims. The amount available may 
sometimes be increa^ by means of a loan from the RFC against 
assets not sold to the new bank. 

Liquidation in the absence of reorganization. A failed bank 
which cannot be reorganizal is put into the hands of a receiver 
with authority to liquidate the a^ts and pay the proved claims. 
The appointment of the receiver has often proved to be a prob- 
lem. Two principal methods have been used. Previous to the 
existence of the FDIC, the Comptroller of the Currency aj)- 
pointed the receiver for national banfe, and the liquidation was 
carried on und^ the supervision of the experts in charge of the 
division of insolvent banks. Now the FDIC automatically be- 
come ret«iver for any failed natiomd bank. Receivers for state 
banfa were graierally appointed by local courts and were answer- 
able onfy to fliem. The more modem metbod of handling state 
bank Rqui^tmns is that xraed m Indiima, where-the Department 
dl Hhancial Ristitaticass takes poss^smn pf a closed bank, and 
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its agents cany out the process of liquidation. The acts of this 
department, however, are subject to the. approval of a court of 
competent jurisdiction. 

The appointment of liquidating agents or receivers by the 
Gjraptroller of the Currency, by state authorities, or by local 
courts has been criticized on the grounds that jobs have been 
given on the basis of political considerations or for motives not 
in harmony with the best interests of the bank and the public. 
Liquidations are, at best, costly and wasteful. Claims against 
debtors are compromised when they might have been collected in 
full by the ofl&cers of a going baci; expenses for legal services 
are high. These difficulties explain in part the superior advan- 
tages of rehabilitation of a bank over a receivership even , at the 
expense of giving up the right to enforce double liability on the 
stockholders. In qjite of problems which arise from having 
agents of a central authority, instead of local persons, liquidate 
a bank, centralization of liquidation is a very de&iite advantage, 
since thus costs can be reduced and more experienced agents em- 
ployed. 
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MONEY MAKKET MIDDLEMEN 

I N AN INTERMEDIARY position between the borrowers and 
the banks which furnish tbe funds are frequently found spe- 
cialized middlemen. These middlemen fall naturaiOly into two 
classes: those who assume an obligation on their own part and in 
some way guarantee the credit of the borrower, and those who 
merely act as brokers or dealers without guaranteeing the bor- 
rower’s credit. In the first class are (1) stock market brokers, 
(2) finance companies, and (3) bill brokers (at times). In the 
^cond class are (1) the commercial paper houses, (2) dealers in 
Treasury bills, and (3) bill brewers. This classification b not all- 
inclusive, for there are factors, agricultural credit ageneiee, and 
merchants extending trade credit who are doing substantially the 
same thing. 


Stock Market Brokers 

Bn^rs borrow to re-Iend. Althoi^ ^eulators who de^d 
through stock market bredrers may buy ^uriti^ outright with 
their own funds, they commonly prefer to buy on a margin. 
Dealing on a margin oonsbts of investing a suffident amount of 
one’s ow funds to absorb any probable losses arising freon a 
decline ip. security pdees, and borrowing from a broker the re- 
mainder needed to make up the purch^ price. The broker uses 
the securities so putohased as (^fiat^^ .f'OK bank loans, b 
therefore a middleman, standing, the Imding bank and 

the ^recobtor. A ba^ poa^ broker^ loans benefits from 

.a CQnomtradon of, ib the. hands of a few bor- 

rop^rem a^d ffe Wtodw pf t|m brokerage fern, which b a part- 

nqr^^ ji^j^|ed lip^ty and by the Stock 


of apddki^bcolsers’ loai^ Brokers file a continuous 



wMeh hny loans will be subject. Call loans 
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(subject to call on 24 hours’ notice) may be made by direct agree- 
ment with the broker’s own bank or through the money desk at 
the" Stock Exchange. Loans made directly by the broker’s bank 
are the last to be called when the lending bank wishes to reduce 
brokers’ loans. 

On the New York Stock Exchange, banks with funds to lend 
notify the clerk of the money desk. Brokers wishing funds apply 
at the desk, and the clerk, under the direction of the Executive 
Comnaittee of the Stock Exchange Clearing Corporation, fixes 
■the call loan rate most likely to equalize the supply and demand 
for funds. If the supply f^ to satisfy the demand at the rate 
fixed, the rate will be advanced. Time loajjs between banks and 
noncustomers are arranged by money brokers, who charge a 
commission of about of 1 per cent of the amount of the loan.^ 
Only on the New York Stock Exchange is there a genuine caE 
loan market, since here only do banks make call loans to non- 
customer borrowers. Even on the New York Curb Market, the 
money desk appears to be unimportant. Deiiiand loans made 
by banks in other cities to their own customers are not, in fact, 
conadered subject to call. Such banks, when desiring to make 
genuine call loans, place them in New York City. In 1929 
about one-half of the brokers’ demand loans in that city were 
made through the money desk and hence were subject to quick 
call.* 

Brokers’ loans for others. Before 1933, banks in New York 
City not only tent to brokers on their own account and for coun- 
tiy ecarre^omlents but also made loans for private individuals, 
firms, and cOTporations. Under the Securities Exchange Act of 
1934, brokets dealing on roistered security exchanges may bor- 
row only firom banks that are Federal reserve members or banks 
that are subject to the same regulations as members. Borrowing 
from “others” is therefOTe made impossible for trading in im- 
portant ^]eculative securities. This restriction was instituted 
beca^ of the trouble experienced in 1928 and 1929, when at- 
tempts to restrict credit going into the stock market ware largely 
thwarted by the large volume of loans by “others” outside the 
control of the Feda'al reserve authorities. Even brfore the prac- 
tice was made illegal the New York Qeaiing House Association 
had ceased to allow its members to make brokms’ loans for teiy 


^ 5 Becidiart^ Beaiiamin H,, ThB Ymh M(mey Mm'heif /ti&w York; Co- 
iipibia UaivOTity Press, 1931-1932, YoL IH, pp, 44-45, 49. . , 

pp. 47, sa V" ■ 
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persons or firms other than banks. The Banking Act of 1933 
prohibits member banks from making security loans for non- 
banking customers. 

Relation of the customer to the broker. The broker under- 
takes to purchase stock for the customer upon the deposit of a 
satisfactory cash margin. He reserves the right to hypothecate 
the securities as collateral for bank loans. The customer agrees 
to the sale of the securities at any time and without notice in 
case the broker is not satisfied as to the adequacy of the margin, 
or in case the broker’s demand for pa 3 anent of the loaiT is not 
immediately complied with. The customer pays interest on his 
debt at a rate related to the cost of money to the broker. See- 

TABLE 55 

Mbsibbb Bank Loans on Seccbitibs to Bbokebs and Dbalebs in Ssccbities 
(In Thousands of Dollars) 


In Outside 

Date New York City New York City 

1928 Dec. 31 $2,556,000 $850^ 

1929 June 29 921jOOO 

Dec. 31 l,66OD0O 803JOOO 

1930 June 30 2,366JI00 819,000 

Dee. 31 l,m0O» mfHOO 

1931 June 30 1,2171)00 515,000 

Dec. 31. 5751)00 3911)00 

1932 June 30 . 274,000 2831)00 

Dec. 31. 3571)00 241)000 

1938 Dec. 31. $9731)00 

1939 Dec. 31. 7901)00 

1940 Dee. 31. 6421)00 

1941 June 30. ‘ 5751)00 


tion 7 of the Swurities Exchange Act requires the Board of Gov- 
ernors of the Federal Reserve System to issue regulations with 
respect to loai^ tm regi^sered, nonexempted securities. The 
Board issued R^jdadon T, governing loans by security dealers 
and brokers, and R^ilation U, govOTning loans by banks. Un- 
der Repdation T, effective Novemb^ 1, 1937, margin require- 
ix^ts on new loans ^ 40 per cent of the loan. Under R^ula- 
tion U> also effective November 1, 1937, new loans by bmiks for 
financing the purchase Or carrying of roistered secujrities require 
40 per oent maigins. ■ lAians by banks to brokers operating un- 
der Regulation T require margins of only 26 per cent of the cur- 
rent mar^t value. The margin requirements appfy^ only at the 
time the Joan is made mid not throughout its life, but if marg^ 
to a Mstomer’s a^unt fall bdow the required amount owing 
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to a decline in the market value of securities pledged, the margin 
must be restored again before the customer may make any new 
purchases. 


The Finance Company 

Sin(» 1900 a type of financial middleinan has developed 
known as the finance company. Its functions consist of: (1) 
bu 3 dng the receivables of business houses (accounts, notes, and 
acceptances); (2) advancing funds to dealers to finance the 
carrying of inventory; (3) advancing funds to dealers to finance 
retail installment sales; and (4) advancing funds against mer- 
chandise.® 

The discount company. The discount company is a finance 
company which specializes in making advances to business firms 
by the purchase of their receivables. It is estimated that about 
two-thirds of all receivables purchased are accounts. Two meth- 
ods are used: (1) Under the notification plan, the person or firm 
whose account is assigned is notified of the fact and instructed 
to pay the discount company. (2) Under the non-notification 
plan, the debtor is not notified of the assignment, but the dis- 
count company must rely upon the honesty’ of the seller in for- 
warding funds received from the debtor. . The non-notification 
plan is the one most commonly used, and the discount company 
protects itself by reserving the privilege of inspecting the seller’s 
books and by making a contract whereby the seller agrees to 
transmit the original receipts (checks, drafts, and so forth) on 
the day received. 

Discount oompani^ nOTmally advance from 75 to 80 pra* cent 
of the face value of the receivables, with the remainder to be paid 
when the total debt is cdlected. The seller h^ a contingent 
lialnlity for die ultimate collection. The receivables sold have 
average maturiii^ from 45 to 60 days, but from 10 to 20 per 
cent are not paid vdiM due. The chaiges are usually ^5 of 1 
per cent pese day on tli^ net fa^ mnount of ieoeivables bought, 
plus $5 per $1,000 on the first $160,000 iOf receitableg discounted 
witiiiB any twelve sQccessdve mouiiSi. ^Soanetttnes the charge is 
1% per cent per nmnih on the face of die remvables. Diseouht 
omspanies obt^ funds to an amount of times their own 

coital by bcsrewing from local baidrs or in the market on 

* A stijdy fey tfefi DirisibiiL of of 'Pedesal Reserve 

Bofidl OB ''iWooe GcHnpcudes,* F0deM Seamm Jadmry, iip. 37-45. 

Itiis stady liEis bWB draws upon esteBav^ ia foUowlQK i ' i ; . : 
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collateral trust notes. The collateral consists of the receivables 
deposited with a trustee. 

The automobile finance company. Companies financing auto- 
mobile dealers carry on two types of financing, wholesale and 
retail. Wholesale financing consists of advancing funds for 
carrying unsold cars. Amounts advanced are 80 to 90 per cent 
(sometimes more) of the wholesale price and are made against 
dealers’ notes or acceptances secured by warehouse receipts, 
chattel mortgages, trust receipts, conditional sale contracts, or 
bailment leases. The particular types of legal instruments used 
to protect the finance company vary with the laws of particular 
states. 

Retail financing involves the purchase of customers’ install- 
ment notes, generally indorsed by the dealer, although in per- 
haps about one-fourth of the cases paper is indor^ by defers 
without recourse. The bulk of the retail automobile finance 
paper of the large companies now bears the general indOTsement 
of the dealer, thus giving the finance company recourse against 
the dealer in case the customer defaults. Ci^tomers’ notes are 
most commonly secured by conditional sales contracts and chattel 
mortgages. 

The National Association of Finance Companies recommended 
the u% of conditional sales contracts in ^ states and in the 
District of Columbia, and the chattel mortg^e in the remaining 
6 states. The chattel mortgage, as used in installment sales, is 
void in Pennsylvania and Connecticut, while the conditional sales 
contract is treaty as m absolute sale in Louisiana. 

Tie average ratm of borrowed capital to owned capital is aboyt 
2.5 to 1 for the stoail and middle-sized companies, while laiger 
ones at tim^ borrow as much as five times their own capital 
The eostomary practice has been to b(HTow by the sale 

of ooHatersd not^ seciufed by the deposit oi dealers* notes 
and costom^rs^ 4ot^ j^th a trusted 0moe 1938, finance cmn- 
I^iines have, to extent,' b^'bOTowing in die open 

im^et |0n^ ^eir unseoar^ notes.* &nafler oomp^^ are often 
de^dent t^pc^ didr'bwn banks for acptanmodaiionJ 

Tihe most important of financing carried on by 

fihim^se dOimi^ifes is ^at ^ asitanobOe trade. The ecsperi- 

. |f!to)oi^€oa ag^ifed M3w V. Analy^ American Knaaee Cot- 

treie iafes-^nahee eonQ]Bn£e8 operitdng, of Vhlcb 
ei^ and ecmpeadeB. Gf. JktJe»-PmM» 

H@tSn0i of SetaS' ImtaSimerU Pc^^er, 1940, U.S. Dept. o£ 
ef' tbe Gaisas. 
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ence of companies and dealers in the United States in 1935 on 
installment paper is shown in Table 56. 

TABLE 56 


ExPEEtiiNCB or Finaxcr Companies and Dkalbes op the United States, 1935* 


Passenger Cars 


Average size of note purchased by finance 
companies: 

New cars $532 

Used cars 238 

per IfiCO transactions— passenger and 

commercial combined t 

Percentage of repossesEdons: 

New cars 1,8% 

Used cars 7.8 

Average loss per repossessed car: 

New cars $ 73 

Used cars 93 

Percentage ratio to total installment paper of 
paper over 12 mos. : 

New cars 64.3% 

Used cars 25.1 

Percentage of cars sold by dealers on install- 
ments: 

Nw cars 58.2 

Used cars 62.9 


Commercial Cars 


$697 

333 

2.4% 

10.4% 

16.0 

$ 46 
40 


51.0% 

20.1 


55.9 

58.0 


* from estimates made by the National Association of Sales Finance Companies, 
t ‘*Saipe” r^er to cases where buyers disappear, taking the cars with them. 


Itie volume of retail motor sales financed on the installment 
plan in 1935 was 1,333,600 new ears and 1,791,900 used cars. 
The newnear financing amounted to $734,100,000, and the. used- 
ear financing $424,^,000. In addition, wholesale, financing 
amounted to $1,402,600,000.“ 

Durh^ 1989, sdes-finant» companies purchased retail-install- 
ment pai^ amountiipg to $1,990,283,000, of which 74.5 per cent, 
or $1,483,8(^,000, WM to finance the sale of automobiles. The 
•large degree (rf oraicentrafion in the fau^ess is shown by the fact 
that 927 sa^e-<a^ companks accounted for only $257,055,000 
of the totrf, while the 159 multii-unit complies handled the 
remain^. Uommereiai banks hi^an to enter the field, and at 
the end of 1939 they held 28.6 par eput of the total ampunt of re- 
tail instalment papa* in the mark^. 

Economic reasons for finance companies. ,Efoance ccahpanies 
advance 4un<fe to ccmcerns and.,i»divi(^iia]s who'ai^.Tipable to 
find accommodatimx at banks. The hanfea benefit by the oedit 


® Time-Sales Ftamhcmg, April, 1936, p, 7, 
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of the finance company, which stands between the borrower and 
the bank. The reasons for the use of finance companies are: 
(1) the credit risk of the borrower does not meet the require- 
ments of the bank; (2) the loans may have longer maturities 
than the banks desire; (3) installment sales must be carefully 
watched and involve occasional repossession and resale; and (4) 
the affairs of the borrower require careful supervision if loss is to 
be avoided. The bank which buys finance company paper is 
free from the risk and the very considerable work, of analyzing 
and watching the borrower’s credit standing. Instead, this task 
has been forced upon the finance companies as the price for get- 
ting their paper sold to the banks. 

Finance companies are expensive means of obtaining working 
capital, and obviously business firms which must resort to them 
are at a disMvantage as compared with those able to obtain loans 
directly from the banks. The cost is comparable to that of ob- 
taining trade credit under the common 2 per cent discount fan 
cash. Likewise, instaUmenf purchases by consumers are made 
expensive, since heavy interest and servi(» charges are added to 
the unpaid balance. 

Dealers in Bankers’ Acceptances 

The acceptance market Bankers’ acceptances have already 
been described, and the importance of the Federal reserve banks 
in the establishment and maintenance of the market for aecept- 
saices has been considered. The market cannot operate, how- 
ever, without gjedalists who act as intermediaries between sellefS 
of acceptances and investors in them. These intermediaries are 
die acceptance dealere, who may be individuals, firms, or cor- 
pOTations. 

The acceptance dealer.* The dealer scnitanizes the bills of- 
fered and may by his indOTsement add to their acceptabffity. 
He mu^ have wide eont^ts with investors who buy bills, and 
he must have sofi&a^t capital, whether owned ot borrowed, to 
enable him to carry a large and diversified p(»*tfolio. He obtains 
his bills (or acceptances) from sevmi sources. His most impor- 
tant single source k the accepting banks which have discount^ 
their own acceptsanees fta: the ownras instead of fcatang them to 
^k an independent market. About one-half of the bills bou^ 
by dbafers in New York CSty are dbtained directly frc«h acc^tiag 

loi ^ Resale BttSetm, October, 1S21, pp. 1168-1170. 
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banks, and the proportion is still greater for dealers in Boston 
and Chicago/ 

Acceptance dealers usually buy the bills outright and rely for 
their main profit on selling at a lower rate of discount than that 
at which they buy. They operate extensively on borrowed funds. 
Most of them are also dealers in commercial paper, stocks and 
bonds, long- and short-term government obligations, and “Fed- 
eral funds.” They are therefore established firms possessing 
capital stock devoted to other uses, and commonly invest little 
of their own funds in acceptances. From 85 to 100 per cent of 
their portfolio may be carried on funds obtained in the call loan 
market. Their market consists mainly of banks in the larger 
citi®, with which they keep in contact by salesmen, telegraph 
and telephone, and circularization. 

Since the dealers borrow the bulk of their_ funds, the cost of 
fimds in relation to the yield on the portfolio of acceptances has 
a special bearing on the profit to be realized. Call money rates 
are usually very close to the acceptance rate, so that the dealer 
expects to make little, if any, profit out of the difference. At 
times the call rates rise above the acceptance rate, with, the re- 
sult that the dealer is compelled to liquidate quickly to avoid 
loss. Under such circumstances the r^rve banks come to the 
rescue with: their. 15-day repurchase agreements.' At -times a 
fakbr large pero^t^ of defers’ portfolios is carried under re- 
.sale agneeaoients; this has been p^ticularly true in New York 
.Cii^. Hie reserve banks charge rates ci dWmnt equal to their 
.ord^Bazy buying rates on mmilar InHs. The rates are fixed with 
an to asnsting the <ba]^ to avdd loss. If dealers me not 
jn need, the rate will be fixed at a level above the open-market 
rate on billa If dealers need help, the reserve banks lower their 
buying rates somewhat below the rate at which deal^ seU, so 
th^ dealers will not lose. 

Dealers “recoguized” by the Fedmal reserve banks are those 
whose indoimnmtis saffiobnt to sa^y the reserve banks when 
^ying hx titcir owii aepount or .foV' foreigi. correspondents cu* 
j# ad<K|uate to proto^ tl^ .bank bh resale agre&- 

inentn Ten reoogoiaed dea^is wwe listed; in ^ngweijs of the 
.reserve banks to que^iannakes to th^ dining the Senate 
hearings on the subject; '‘Whetii® a 46®l®r's iufh^ment is 
reopgiized or not depends on the posses^n of Si^i^tsirtial net 
wcxrUi in relation to the business tPSMacted; the experience and 

'fOpetatwai of National and Federal Eesarv® 

cit^ pp. 026-935. ' ! J 
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ability of the management; his clientele; character of tranS' 
actions; rapidity of distribution; his willingness to bid for bills 
and to circulate at frequent intervals a list of offerings.” * 

Since bills sold to the reserve banks must be satisfactorily 
indorsed, dealers offering bills obtained directly from the accept- 
ing banks must indorse them. If a bill has previously been held 
by a bank for investment and has been indorsed and sold to the 
dealer, the dealer’s indorsement is not necessary. Indorsed bills 
sell at % of 1 per cent under the rate for unindorsed bills. At 
the end of 1930 the Discount Corporation of New York, one of 
the largest dealers in acceptances, having a capital of $9,800,000, 
was contingently liable on indorsements for $129,000,000.® 

The Commercial Paper Market 

Commercial paper. Open-market commercial paper is a val- 
uable aid to liquidity and diversification for the banks of America. 
It is especially important for the smaller unit banks whose .local 
loans must be made to a narrow range of industries. It is also 
useful to banks which have seasonal excess funds i<x investment. 
It facilitates industrial and geogr^hieal diversification, and, 
because of its variety of denominations and maturities, it helps 
the individual bank to arrange a suitable portfolio of liquid 
assets. 'Hie paper of good firms has an enviable reputation for. 
prompt payment at maturity and is normally eligible for re- 
discount when within three months of noaturity. 

Denominations vary from $2,500 to $50,000, with $5,000 as the 
most common denonaination. The size offered is determined by 
the requirements of banks which are in the market to buy at 
any particular time, ance oommerdal pap«‘ so bought is subject 
to the 10 per- cent limit. Ihe bulk is unsecured dngle-name 
paper, although some p^r is indcosed and a small amount is 
secur^ by coflhteraL“ The maker is normally the pay^ who 
has indorsed the paper in blank. The paper thus becomes pay- 
able to bearer and requires no fiffther indorsement to pass tide. 

^ Hmrmffs, op. p. S48. 

» Becfchart, op. 

jBStteaM list iliife setaSipai was largely tafc^ from a sfeiKiy by Staner, 
W, of aad ^ Federal Eeserve B<?ar4 

pdbiJsbed m Use in Augoai and September, 1921, pp. 920-926, 1052-1057. 

A good aecosmt of ^ oommerdal paper mai^et appears in Beckbart, Benjamin. 
H., fk$ New York Monef Mwtket, Vol. HI. 

11 Mgbty per oent is estimated to be paper of eqncoAem^ and indo^feiW fons, 
d wbdek is nnindoised. Twmtjr per cent ^ eolbilera} tiju^ paper 

of inaaoe ^d other finanekl middleaikdi. ^ Sde Fodl^, A., The 

JPapet® Baited P^isbiBg Co., 19?1, 7-10. 



Chapter XXIX 

AGRICULTURAL CREDIT 


S INCE the beginning of the twentieth century, the credit 
problems of the American farmer have become more pressing, 
partially as a result of rising land values following the disap- 
pearance of free land, and partially because of the increased in- 
tensity of cultivation, which requires larger amounts of working 
capiM. It is ordinarily said that the farmer requires three 
separate types of credit: (1) long-term mortgage credit to pur- 
chase land; (2) intermediate-term credit (running from six or 
nine months up to three years) to finance the purchase of ferti- 
lizer, stock for feeding and breeding purposes, equipment, and 
improvements; and (3) short-term credit of not over nine 
months to purchase seed and feed, and to finance the storage of 
crops awaiting naarket. 

The farmer’s credit needs are increased by the fact that it is 
generally impossible for him to incorporate and get capital by 
the issue of securities. He must, therefore, depend upon what 
capital he owns and can muster by borrowing to provide the rela- 
tively large amount of funds required in agriculture. Being a 
small-scale borrower engr^ed in a highly risky enterprise, he 
must, fOT the most part, bcarow locally where capital is normally 
scarce and dear, l^tes as high as 10 to 15 per cent have been 
common in some disfeicts.* Long-term mortgage credit has been 
obtained: (1) from local mcmey lenders; (2) from mortgage loan 
companies; and (3) from banks and insurance companies. Be- 
f<»e 191^ natka^ banks were not permitt^ to lend on real 
estate mc8d;^iges, but the .Eedaral Reserve Act pennitted those 
outsde of central reserve to make five-year loans on farm 
land. State banks, on the other hand, have generally been al- 
lowed to lend on real estate, and farmers have obtained raed^t 


^ Basd, IVieda, and Benner, Claude, Ten Yean of Federal IntermeditUe CreditSj. 
Waeiungtta, Brookings Instituticm, 1^, p. 22. 
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from that source. For shorter-term credit the farmer in the past 
has relied upon; (1) merchants or dealers, who in turn obtained 
credit directly or indirectly from city banks; and (2) local banks. 
In either case, the cost was frequently hi^.® 

Long-Term Credit Institutions 

The Federal land banks.* The first important attempt made 
to improve the farmer’s credit facilities was made in 1916, when 
Congress authorized the organization of twelve Feder^ land 
banks to have a minim um capital of $750,000 each. The capital 
was originally subscribed by the Federal Treasuiy, but national 
farm loan associations become stockholders by virtue of the fact 
that they must subscribe to stock in amounts equal to 5 per cent 
of the loans made at the land banks. When the loan associations 
buy enough stock, the government holdings are retired. 

National farm loan associations. If not less than ten persons 
wish to borrow from a Federal land bank, they may (organize a 
national farm loan association. Each association elects a board 
of directors of at least five membean^ m^o choose a secretary- 
treasurer and a loan committee of three, its ^^llcaticm to the 
Farm Credit Administration for a (barter indudeB an alN^vit 
stating that each of the organizers is the owner, or about to be- 
comei the owner,'of farm land qualified as a basis of a land bank 
loan, and must be accompanied by a subsaiption to stock in the 
land bank equal to 5 per cent of the desir^ loans. Once the 
association is set up, a new borrower ^plies for memberdiip and 
subscribes to stock in the association to an amount equal to 5 
per cent of his pro^)ective loan. He may become a member 
upon a two-thiids vote of the directors. The borrower’s appli- 
cation is ref^red to the loan eommittee, whi<h ^j^aises the land 
and makes ite repwi. If it' is unanimously approved by the 
loan eommittee and by the directors, a rep^ to that effect is 
sent with the applicstkm to the land bank, which may grant 
the lomi on further investigathm. 

Security ffor loans made at land baii^ Ihe local loan asso- 
indorses the member’s note before it b sent to the land 
bank. This iadorsement ojquires value from the fact that the 

- p. 19. .... 

»At the time when the Federal land bante were rngmaed, projvi^Mi was 
made in faw for the msanimtioa of privstelsF owned joint sto^ laod banks 
wi^ ^oweia irnd ptxrSe^ jamifatr to those of the Federal land banka Tbe nn- 
foriimate exOftienoe^ of some of the jcmt Bto<ik land beids tended to disereidit 
tb^ IkhergencQr Farm.Morlg^Lge Act of 1933 provided for a termina- 

'tieb' ^ and ior their tigui&tfcm. 
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association owns stock in the land bank equal to 5 per cent of 
the total loans. This stock is purchased out of the proceeds of 
the sale of a like amount of its own stock to its members. More- 
over, members of the association are doubly liable on their stock 
ownership for all debts of the association incurred before 1933. 
Since this equity provides the basis for the liability of the mem- 
ber borrowers, it furnishes an essential element of co-operative 
credit and should make for interest on their part in the soundness 
of loans extended. 

In addition to tbe association indorsement, the loan must be 
secured by a recorded first mortgage on l^d within the district 
and must not be over 50 per cent of the appraised value of the 
land itself, plus 20 per cent of the value of permanent insured 
improvements. The loan must provide for amortization of 
principal and payment of interest so as to extinguish the debt 
in from 5 to 40 years. In addition, the whole or any part of the 
debt may be paid after five years. The rate of interest cannot be 
more than 1 per cent above the rate on the laist issue of land 
bank bonds. Only persons actually engaged, or about to become 
engaged, in the cultivation (rf Ibe mortgaged land can borrow. 
The purposes of such loans may be: (1) to buf^iigricultural land, 
equipment, fertilizer, and livestock; (2) to make improvements 
on farm land; (3) to liquidate the indebtedness of the owner 
incurred for agricultural purpose; and (4) for general agricul- 
tural purposes. 

Emergency status of national farm loan associations. The 
heavy demands for refinancing loans at the land banks ance 
1933 have resulted in a short-cirouiting of the local associations 
in two waye. (1) Spinning August, 1933, applications for loans 
were received directly by the land banks without previous ap- 
proval by the local associations. This situaticm arose from the 
fact that many applications for loans were (rf the SOTt not eligible 
to be handled tbsoi^ the regito. land bank diannels. Those 
finally approved, however, required the ultimate approval and 
indOTsement of the assodatfon if tihe loans were to be made 
through it. (2) In cases when a borrower do^ not have ac(^s 
to bcarowing thro^^ an assodation, the land bank may make 
a direct loan; carrying a xate.^ intei^ % of 1 per c^t high^ 
than toat paid by b(wrow^ throu^ associations. The bor- 
now)gr must subscribe to stod^ in the land bank to an amount 
equal 'to 5 per cent df his l®«n. If afdirect-loan.boirowar joins 
an assodaiion later, he benefits by a TOrre^Kmdiag redueticm in 
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Attempts are now being made to return the local associations 
to their previous position in respect to land bank loans. This 
reversion is necessary if the co-operative character of these loans 
is to be maintainai. The local associations are required to set 
aside, semiannually, 10 per cent of their net earnings until the 
reserve account equals ^ per cent of the capital stock, and 5 
per cent thereafter. 

As an additional means of strengthening the position of the 
national farm loan associations, it has been the policy of the 
Tarm Credit Administration, wherever possible, to require the 
local farm loan associations to handle the local problem of servic- 
ing loans made through them. This procedure serves the double 
purpose of focusing the attention of the local officials of the asso- 
dations on the problems and responsibilities which accompany 
co-operative creffit and of providing them with an income de- 
rived frcan the fees paid by the Federal land banks for the service. 
On December 31, 1939, out of the 3,722 operating national farm 
loan associations, 3,486 were servicing their loans. 

Because of the impairment of capital due to depression losses, 
many national farm loan associations were compelled to become 
inactive, that is, were unable to make additional loans for mem- 
bers. In 1937, an amendment to the Farm Credit Act permitted 
the land banks to losm to farmers throj^ these associations with' 
mqjaired a^ital. To accomplish this, new and old borrowers 
are separated, and there is no inter-group liability save for op- 
erating eospenaes of the assodstion. • 

Source of land bank hinds. Ibe Federal land banks obtain 
pari of their capital frmn govemmmit subscription and the re- 
maind ar £roin the ioeal loan sedations and direct benrowers. 
On December 31, 19^, ^dr combined coital was $236,475,965, 
52 pe* cent of whidh was owned by the government. The bulk 
of &e land bank funds are obtained by the sale of consolidated 
hoods whidi are exei]^ from Federal, state, and local taxation 
and are tiie ddigation of all twdve 'Federal land banks. Col- 
lateral security ecmsistis farm hdd in trust; Each 

land bank is required to set aside 5@ per o^t of its semiannual 
itei earnings tmtil its reserve account equals its capital stock. 

Snergency financing* land bmics. On> January 23, 1932, 
tire law was amended to permit the Secretary of the T^asury 
to subecribe to $1^,060,000 additkinai stockiin the land banks 
to streogdien their erq)ital structure. Eehefi to borrowers al-^ 
leat^ in debt to the laj^ banks was esxteoded-fn « 1933. 1^ further 
amendments to the law which: (1) permitted needy btarrowMS 
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to postpone (within five years) any installments, with interest 
on the unpaid amounts accruing at simple interest at the regu- 
lar rate; and (2) reduced the maximum interest rate to 4^2 per 
cent for five years. To offset any loss in the land bank revenue, 
the Secretary of the Treasury was required to subscribe to the 
surplus accounts of the land banks. The maximum amount 
of any individual’s loan was raised from $25,000 to $50,000 with 
the approval of the Land Bank Commissioner. 

Advantage has been taken of the low interest rates of the 1930's 
to refund land bank bonds. This has made possible reduction 
in interest rates on loans to farmers without putting the whole 
burden of the reduction upon the United States Treasury. Dur- 
ing 1939 the remaining Federal land bank bonds, issued by in- 
dividual land banks and bearing 4^^ per cent interest, were re- 
tired. The consolidated issues which replaced them bear coupon 
rates varying from 3 to 4 per cent. 

In 1941 the contract rate on farm loans made through the 
national farm loan associations was 4 per cent and the contract 
rate on loans made direct to farmers by the land banks was 4^ 
per cent. However, by act of Congress the actual rate to be 
paid by farmers on the national farm loan association loans was 
reduced to 3% per cent and on direct loans to 4 per cent. These 
low rates were to be in force until July 1, 1942. Because this low 
rate of interest requires the Treasury to make up losses by the 
land banks, fam^ borrowers are the beneficiaries of a govern- 
ment subsidy on their long-term credit. 

To give relief to fanners in debt to other institutions or indi- 
viduals, the land banks were authorized to purchase first mort- 
gages on farms either for cash <»• by exchanging farm loan bonds 
for them, paying no more than 50 per cent of the “normal value’' 
of the Imd and 20 per cant cff the value of the permanent im- 
provements.. The mortgage were refinanced undo: the favor- 
id>le existing land bank loan terms on the basis of the amount 
jaid by the land bank. ! boarower whose mortgage was 
boi^t obtained relM in lower inta^ and itibie opportunity for 
postponement of pa 3 mient fori five years; in addition, he often 
stood to gain by a scaling down of the debt required to the 
face amount of the loan below 50 per cent of the normal value 
of the Imd and 20 per cent qf the vahie. the improvements. 
Two, difficulties arose in the exeeutioB bf this- i»ogram. ; First, 
creditcafSiomld not, be oompeBed to sel theh Inor^ag^j and 
h«Qj3e to debtors in good stanffing with the creditors was 
impossSble to arrange unless t6e creator was hard pr^ed for 
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liquidity. Otherwise, creditors preferred a good mortgage to 
ca^ or the low-interest-bearing bonds offered in exchange. Sec- 
ond, if the land bank were to offer an attractive enough price 
to interest the creditors holding a mortgage in default, the nor- 
mol value had to be stretched considerably above the existing 
land values of 1933 to 1934. 

Emergency financing by the Land Bank Commissioner. 
Since many farmers’ debts were in excess of the amount which 
could be financed through regular land bank loans, the Land 
Bank Commissioner was authorized to lend on first and second 
mortgages on both real and personal property to an amount (in- 
cluding any prior indebtedness) equal to 75 per cent of its nor- 
mal value. Such loans might not exceed $5,000 and must be 
amortized over not more than ten years if secured by personal 
property. These loans were for; (1) refinancing past debts; 
(2) providing workmg capital; and (3) providing funds for the 
farmer to exercise his equity of redemption or to repurchase land 
lost by foreclosure. The contract rate on Commissioner’s loans 
in 1941 was 5 per cent. However, the actual rate until July 1, 
1942, was fixed by act of Congress at ZVz per cent. 

The Federal Farm Mortgage Corporation. The Federal 
Farm Mwtgage Corporation is a government-owned corporation, 
organized in 1934 and permitted to issue up to $2,000,000,000 in 
b<mds fully guaranteed by ihe government. The bonds have 
been: (1) K)ld to obtain funds for Land’ Bank Commissioner 
loans; (2) sold to furnish the land banks •with cadi at times when 
their own unguaranteed bonds would not command a good 
market; and (3) exchanged for the less marketable land bank 
bonds and used by the land banks in the purchase of mortgages 
by direct exchange. 

Otiier emergency agricultural loans. As early as June, 1929, 
an Agricultural Marketing Act was passed, setting up the Federal 
Farm Board, equipped with a $5(K),0(X),000 revolving loan fund 
out ci whidh loans might be made to co-operative marketing 
aaBodatirais and stabilizing eorpOTatioBS. These loans were noade 
to finance the storage and marketing of a^icultural commodities 
and to control crop surpluses. The Board was also authorized 
to “insure” oo-operati-ve associations against any decline in the 
prices of products held. 

On May 19, 1932, the Eecmistruction Finance Corporation 
was authorized to create in any land bank district a regional 
agricultural credit fetaporation with a caffital of at least $3,000.- 
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(XX) and authority to make agricultural loans and to rediscount 
the notes obtained, when eligible, at the Federal reserve banks, 
or the intermediate credit banks. In 1933 the government or- 
ganized the Commodity Credit Corporation to make loans to- 
agriciiltural producers against commodities in storage. In addi- 
tion, CJongress has regularly authorized either the Secretary of 
Agriculture or the Farm Credit Administration to extend small 
loans to farmers in drought- and storm-stricken areas. 

Intermediate Credit 

To improve the acceptability of farmers’ notes (in excess' of 
nine months’ maturity) given to obtain working capital, the 
government, under an act of March 4, 1923, established twelve 
intermediate credit banks. These banks are located at the same 
places and have the same management as the Federal land banks. 
The stock of each is at least $5,000,(X)0 and is owned by the gov- 
ernment. One-half of the net earnings are to be carried to sur- 
plus until it equals the subscribed capital, and thereafter 10 per 
cent is carried to surplus. The remainder of the net earnings go 
to the government. These banks may issue tax-free debentures, 
secured by discounted paper, to an amount not over ten times- 
the paid-up capital and surplus. All intermediate credit banfe 
are indirectly liable for these debentures. These banks may re- 
discount or purchase agricultural paper of not more than three 
years’ maturity held by banks, agricultural credit corporations,, 
livestock loan companies, or co-operative credit and marketing 
associations, and may make loans secured by such paper. They 
may also make direct loans to agriculttird co-operative asso- 
ciations up to 75 per cent of the value of warehouse receipts, 
shipping documents, and mortgages on livestock offered as col- 
lateral. ' c 

The interest rate’ charged by the Federal intermediate credit 
banks may not exceed the rate on their debentures by over 1 
per cent. Paper is not el^g&le to be <rffered to the intermediate 
credit banks for discount or oollateal if the maker is charged a 
rate more than 3 per cent in excess of the discount rate of the 
intermediate (aedit bank unless a wider spread is approved by 
the Governor of the Farm Credit Administration, 

. , , . . . Jmpromd ^hqrt-term Credit Facilities 

Producticm oredit Gorporaticms. The farmer, particularly in 
ihe West, ii^^al'jvays borrowed at a disadvantage. The collapse 
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of commercial banks in the agricultural areas increased these 
difBeulties and in many instances shut off completely his contact 
with sources of credit. The government stepped in with emer- 
gency loans, made both directly and indirectly through the 
RFC’s regional agricultural credit corporations. But permanent 
improved short-term credit facilities for agriculture were required, 
and in anwer to this need, production credit corporations and pro- 
duction credit associations were provided in 1933. There are 
twelve production credit corporations, each located at the same 
place as the land bank and intermediate credit bank of its dis- 
trict, with a combined capital of $120,000,000, which belongs to 
the government. The production credit corporations purchase 
Class A Stock in the production credit associations in an amount 
equal to approximately 20 per <^nt of the loans which the asso- 
ciation is expected to make. Class A Stock is nonvoting but is 
preferred as to assets. The production credit corporations for- 
mulate regulations govemmg management, credit policies, and 
accounting and office procedures for the production credit asso- 
ciations. 

The production aredit associations are local lending units, op- 
erating co-operatively. Their members purchase Class B Voting 
Stock (one member has one vote) to an amount equal to 5 per 
cent of their loans. The associations make ^ortTterm (up to 
one year) loans to farmers. Their capital funds are invested in 
ap{»royed securities^ which are in turn pledged as marginal col- 
lateral witli the intermediate (redit bank when the association 
offers IxMTOwers’ indorsed p^)er for discount or as collateral for 
loans. Borrowera may not be charged a rate more than 3 per 
cent in excess of the di^unt rate of the intermediate credit bank 
unless specifically permitted by the Ctovemor of the Farm Credit 
Adminisiration. In 1939, when the intermediate credit banks 
reduced their loan rate to the produetic® credit associations to 
1% per cent, the rate charged fiamers was reduced to 4% per 
emit. The loans of th^ associations m-e being substituted for 
the loans (ff the regionsd agricultural credit corporatimis now in 
liquitktkm. 

Several distinct advantages, are . claimed for the ,w<ak of the 
production credit associations. Not only do they provide ade- 
quate credit at low rates to farmers whera local banking facilities 
are inadequate or when the fannere* cre(fit pcs^tion will not 
satisfy ito banks, but also they are- siting Jhnw* aad-iinprpyed 
standards in agrosultu^^ ' practi^ 

budgeting of fara^rs’ credit needs and his abihty to repay out 
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of income, instead of an exclusive dependence upon collateral, 
represents a step in the right direction. 

The size of loans made by the production credit associations 
is, on the whole, small. The minimum-sized loan is $50, and 
about one-half of all loans maturing in 1939 were for less than 
$450. The 529 active production credit associations on March 
31, 1941, had outstanding loans of $195,296,000. Comparing- 
this figure with the agricultural loans of insured banks of $1,280,- 
000,000 at the same date indicates that the short-term agricul- 
tural credit business is by no means m immediate danger of being- 
monopolized by the production credit system. 

For convenience of borrowers needmg small amounts, each, 
production credit association carries a cash fund out of which the 
loan committee may advance funds without waiting until the 
borrower’s note can be sent to the intermediate credit bank for 
discount. Of total loans outstanding at the end of 1939, 84.5 
per cent represented paper rediscounted at the intermediate 
credit bank, while 15.5 per cent was carried in the cash loan funds. 

The ban^ for co-operatives. To care for the needs of agri- 
cultural co-operatives, a Central Bank for Co-operatives and 
twelve district banks for co-operatives have been set up; The 
Central Bank lends to national or regional farmers’ co-operatives, 
while local co-operatives are cared for by the district banks.. 
The capital stock of these banks was obtained from the revdving 
fund established under the Agricultural Marketing Act of 1929. 
Borrowers subscribe to stock to 5 per cent of the amoimt of 
their loans. The lending powers of these banks are now ex- 
tended to include lornis to co-operati-ves f umidimg farm services, 
(such as mutual insurance companies); loans for purchasing, 
testing grading, di^ibuting, or fumi^ing fann supplies; and 
loans for marketing ifariBLiprod^wts, • 

Management, of! the farm credit system.^ The farm credit 
system is Under the'curntrol of the Farm Credit Administration 
created May 27, 19381 < This Administiration is the successor to- 
several other organisations and was set Up to gi-ve uniform cen- 
tralized wjntrol. ’.It has feontrol over the hand banks, the Land 
Bank €k)mimssioner loaiBS, > the mtermediate credit bkuks^ tiie 
production eredit system aBid the bante for eo-operatives, the 
Federal Fann Mortage Ckwporaticm, laid emeirgen^ crop and 
seedloans. i • i- ■ 

. *Fvr »;,ge»oA tapn, system, ses ;the .stady, ^(oa- 

of Banking, F€^ 
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EoMacHnic miportance o£ a Federal-^ponsored credit syston. 
The magnitude of the loans of the fann credit system may be 
seen fiom Table 67. The system as it now stands is heavily sub- 
adised by the Federal Govemm^t. In addition to its invest- 
ment in purely emeigency lendm^ agencies^ the government, at 
tile end of 1935, had an inv^tmmt of almost $500, 000, (XK) in 
agendes intended to be permanent in nature. Some of this in- 
vestinent will be withdrawn as borrowers, iniae^ their owner- 
ship and the agen^ takes on m<»e of the characteristics of true 
co-<q)erative credit institutions. A heavy initial investment by 
the government to fumidi a stockholders’ equity as a basis for 
borrowing was nec^saiy if a co-operstive- cfD^t agency of suf- 
fident size to be effective was to be established. But it is im- 
portant that the government interests be maintained at the low- 

Systemrif it is to beanne seH-supporiihg and 
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TABLE 57 

Nxjmbbb and Amount op Faem Credit Adminisibation Loans 
O utrsTANDiNO March 31, 1941 ♦ 


In&titution Amount 

Farm mortgage loans: 

Federal land bank loans $1366,697,000 

Land Bank Commissioner 659,016,000 


Total $2,525,714/X)0 

Short-term credit: 

Production credit associations $ 194358,000 

Emergency crop loans 126322,000 

* Draught relief loans 51383,000 

Regional agricultural credit corporations 7,009,000 

Federal intermediate credit banks to 
private financing institutions 41,040,000 


Total 420312,000 

liOans to co-operatives: 

Federal intermediate credit banks $ 351,000 

Banks for co-operatives 73,132300 

Agricultural Marketing Act revolving fund 15,739,000 


Total 89322300 


Grand Total $3,035,448,000 


♦Farm Credit Adxniniatiution, Monthly Report on Loane and Discounts, Mardi, 1941. 


to be anything more than a channel for mere governmental aid. 
The expansion of the various classes of agricultural loans after 
1933 may be seen in CJhart 17- ' 

The advantages to the farmer of co-operative credit include: 
(1) access to the best money markets through the increased scsde 
of borrowing; and (2) lower rates due‘ to the diversification of 
risk aiid prot^tion arising from the co-operative liability feature. 
Government control helps to insure necessary management of 
proper quality.. 

The development of the farm credit may have profound 

effects upon the problems of the rural b^ik^. It is not neces- 
s^pi^^tkat it mqnopolme ihe extension of j[anui credit, but merely 
that it supplement existing sources of credit in order to be of real 
service to the farmer. Bankers, however, feel that it presents a 
form of competition which is difficult to meet. The fact that 
the government furnishes a substantial part of the owners’ capi- 
tal and yet does not require any return is one source of unfair 
advantage. Anoth^ cause for complaint is found in the fact 
that obIiga<lons of the farm credit agencies offered in the market 
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for investment are exempt from Federal, state, and local taxation. 
In the face of this competition, private lenders must in many 
instances be content with a smaller rate of return than hereto- 
fore. The country banker must choose between purchasing the 
obligations of the credit agencies (such as land bank bonds and 
intermediate credit debentures) and aggressively meeting the 
competition locally on its own grounds. There is evidence that 
he can meet this competition successfully in some cases at least. 
Production credit loans, for example, cost the farmer more than 
the rate of interest charged on the loan. An inspection fee must 
be paid by the applicant for a loan. This amounts to at least 
$3 and is a little less than 1 per cent of the face of loans under 
$1,000. Added to this is the application fee of $.50, an abstract 
fee of about $.50, and a mortg£^e filing fee of $.60. Further, the 
borrower must tie up 5 per cent of his.loan in stock in the associa- 
tion. If a borrower requires $500, the incidental costs, including 
the interest on $25 invested in the stock of the association at 
4% per cent, would be about $7.70. The rate of interest charged 
( 1941) is 4^ per cent. The total cost of borrowing $500 for one 
year would be about $32.85, bringing the cost of the loan up to 
6 per cent per year. In addition, the borrower sometimes must 
wait about two weeks from the time he makes application before 
tile funds are forthcoming. Under these circumstances local 
banks should not have any great trouble m obtaining tiie cream 
of the tiiort-term farm loan business if they wish it. 
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PRICE MOVEMENTS AND THEIR 
CONSEQUENCES 

The Measurement of Price Changes 

T he central theme in the study of monetary problems is the 
behavior of prices. Some method of measuring average price 
movements is needed both for analyzing causes and as guides in 
the attempt to modify and control the movement of prices. 
The basic monetary problem, as it relates to economic welfare, 
arises from the difference in the pace and magnitude of changes 
which occur among prices of different types. The cost of living 
of wage earners, wholesale prices, agricultural prices, and durable 
goods prices, to mention a few, show considerable divergence in 
their movements. Index numbers which measure particular 
grouj® of prices are, therefore, of vital importance if factual data 
are to be used to enlighten the study of mcaietaxy problems. 

The index number as a device for measuring price move- 
ments. The index number is a device which permits measuring 
the avCTage behavior of a number of individual prices. Its prac- 
tical usefuln^ derives from the fact that prices have some tend- 
ency to cluster toother so that a movement in the j^ice index 
may be taken as indicative of a similar movement in the bulk 
of the particular prices which are included in the index. If a 
price index be made too broad and all-inclusive, so that it aver- 
se too wide a varie^ of prices, its movements will show but 
little of practical use in respect to relative movemmits of differ- 
mit types. It is this relative movement of prices which is im- 
pOTtant. A broad index, such as Snyder’s general price index, 
conceals important relative movements of the several groups of 
prio^ and for this reason has less practical value than the more 
^jecialized types of index. 

cliok^ of pices to be measured. The use to be mn/f a of 
an index tiumber must lar^y govran the particular group of 
comnmdi&s whose prices are to- be measured. For exan^le, if 

4se 
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BANK FAILURES 

AN UNPRECEDENTED number of bank failures occurred in 
■tx the United States during the period from 1921 to 1933. The 
agricultural depression, which began with the general bumess 
collapse of 19^ to 1921, continued with varying degrees of in- 
tensity down to 1929 and took a heavy toll in bank failures in 
agricultural areas. During the years 1921 to 1929, over 5,600 
banks failed with deposits of more than $1,700,000,000. The pro- 
longed and acute depression which began late in 1929 brought a 
still greater flood of failures, this time in the industrial centers 
as well as in the agricultural districts. Between January 1, 1^, 
and March 15, 1933, 5,492 banks suspended with depofflts of 
$3,500,000,000. By the end of Mardi, 1933, 5,200 banks, oper- 
ating ^fore the a:isis, with deposits of over $4,000,000,000, had 
not been licensed to reopen. Ihis meant sugrension of over 
16,000 banks with dep(^ts of over $9,000,000,{X)G between 1921 
and the end of March, 1933, not counting temporary suspensions 
arising directiiy from the bank holidays. 

The banking hofiday. The bank failure rituation became 
serious in 19^ when 1,345 banks with deposits of $864,000,000 
suspend®!. Conditions became rapidly worse in 1931, with 2,298 
failures invblvnig $1,691,000,000 in deporits. The banks them- 
sblves attempt to meet Ihe difficultiw by setting up, in October, 
1931, the N*ati|Oini Credit Cprljb^riohj au&oriz^ to issue up to 
$1,000,000,000 ha (tebeiitur^ which were to be sold to banks. 
The procee<k w^ to he lent to hard-pressed banks attempting 
to liquidate their Assets in the face of runs started by such whcde- 
sde feilures. It was hoped that this procedure would stem the 
tide fdr the' solvent bs^s. The National Credit Corpca^tion 
jkoved ihifeS^ve, howevef , aI:&oi^ the nurnbef of failures de- 
fmijn m fo in November, . 1931. ■ 

passed an act auQiormng the 
oi^anlbaa^ pf the i^e^nstruction Einance Corporation,, a goy- 
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emment corporation with power to issue debentures which were 
sold to the Treasury, and to lend funds to distressed financial 
institutions, railroads, and farmers. Between February 29, 1932, 
when it started operations, and December 31 of that year, the 
RFC advanced $4,450,000,000 to banks and trust companies. 
Failures declined to 121 in February and to 46 in March. Al- 
thou^ rismg to 131 in June, they declined to 67 in September. 
In spite of aid granted by the RFC, 242 banks failed in January 
and 154 in February, 1933. Weak spots in the banking system 
were developing rapidly as banks were subjected to increased 
pressure from depositors. The attempts of banks to reduce loans 
and to get cash put more pressure on prices and business as goods 
were liquidated to pay loans. The selling of securities demoral- 
ized the bond market and increased the difficulties of the banks. 

The situation of the banks in Michigan became so hazardous 
that a holiday was declared by the governor on February 14. 
The closing of the Michigan banks put heavy pressure upon the 
banks in the surroimding territory as corporations and others 
sought to obtain funds by withdrawing deposits in unrestricted 
banks. Indiana declared a holiday on February 23, closely fol- 
low^ by Maryland, Arkansas, and Ohio. The holidays Spread 
until all banking operations were virtually suspended throughout 
the eountiy by March 4.’‘ On Monday, March 6, 1933, the Presi- 
dent dosed all the banks by proclamation under the powers of a 
wartime act of October 6, 1917, which authorized the President 
to r^alate transactions in foreign exchange and the export or 
hoarding of gold or silver cdn or bullion. 

The presidential proclamation declaring a general bank holi- 
day be<ame necessary in order to put a stop to bank runs and the 
aocMnpanying hoarding of cash. Only by a complete suspension 
could the banking situation be put into shape so that public con- 
fidence mi^t be re-established. The holiday caused an almost 
complete suqjaiision of buaness activity as the means of pay- 
ment yr&Q shut off. Hie prodamation originally fixed Mardi 9 
as the last day of the holiday, but the .tiipe was afterw^ ex- 
tended. Not only Was the non4ay necessaiy if order was to be 
restored for member and nomnember banks, but it also served 
the very ureful purpose of relieving a rapidly flowing strain on 
the reserve banl^ Member banks increased their rediscounts 
during the latter part of February and the first week in March 
by $1,170,000,000, while the res^e banks bou^t $4^,000,000 

* "Fedaa! Eeemre Bank of New York,” Monthlp Review, April, 1933. 
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in bills and securities in the open market. Between February 
1 and March 4, $305,000,000 in gold was exported, while gold in 
circulation (hoarded) increased- $150,000,000 during the same 
period. As a result, the reserves of the reserve banks in excess 
of the statutory requirement declined from $1,476,000,000 to 
$416,000,000, and the average reserve ratio for the twelve banks 
fell from 65.6 per cent to 45.3 per cent. 

On March 9, 1933, Congress enacted an Emergency Banking 
Act which: (1) approved and confirmed the action of the Presi- 
dent; (2) authorized the President during any period of national 
emergency to regulate or prohibit foreign exchange transactions, 
to prohibit export or hoarding of gold and silver coin, bullion, or 
currency; (3) authorized the Secretary of the Treasury to call in 
.'all gold coin, bullion, or certificates when in his discretion it is 
necessary to protect the currency; (4) authorized the appoint- 
ment of a conservator for national banks in difficulties, pending 
final disposition of their affairs by return to full legal status or 
liquidation (a certain fractional part of the deposits of banks in 
the hands of conservators might be classified as withdrawable and 
a pOTtion restricted at the discretion of the Comptroller of the 
Currency, while new deposits were to be segregated and held in 
cash or invested in government securities and to be payable on 
demand without restriction) ; (5) set up rules for the reorganiza- 
tion of national banks; (6) authorized national, .banks to issue 6 
per cent cumulative preferr^ stock fr^ -from liability for assess- 
ment, with preference as to assets in (Jaee of liquidation, and with 
such voting power as is api^ved by the Comptroller; (7) au- 
thorized the Secretary of the^Veasury to request the Eeconstruc- 
tion Pinmce Coiporation to buy ca: lend on preferred stock of 
any bank in need of capital funds; (8) authorized the issue of 
emOTgency ourrency in the fmrm of Fe<Wal reserve bank notes; 
and (9) permitted member banks to dbtain emergency aid by 
borrowii^ on tjiear notes secured by noadigible paper (nonmem- 
ber l^nks were pvgn the p-iyilege of borrowing at the reserve 
banks for one year by an act passed MarA 24, 1933). 

On March 16 the President i^ued an executive order authoriz- 
ing the Se<aetMry of the Treasury to approve of the issuance (rf 
lic^jses, to member banks making ..ap^eation to the reserve 
bail^s. It fqrther, authorized state authorities to permit the re- 
opening of nonmenibOT banks. On March 13, 14, and 15 the 
^oretary of tlm Treasury gave licenses to reopen member banks 
^ftpfed ^ s€«ffid hy Comptroller. State authorities did 
EksTK&ei.’ ij^anks eerti^ad as sound seem to have been those in 
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possession of sufficient assets to enable them to obtain loans at 
the resen-e banks to pay off all depositors if necessary. The 
Secretary of the Treasury issued a statement in respect to the 
new banking act to the effect that: "This legislation makes pos- 
sible the opening of banks upon a sound basis, backed by an ade- 
quate supply of currency. Through this law the banks which 
will open will be placed in a position to meet all demands.” The 
restoration of a genuine stockholders’ equity in the reopened 
banks was postponed until a later date. By March 29, 12,800 
out of 18,000 banks operating before the holiday had reopened. 
This number included member banks carrying approximately 90 
per cent of the total member bank deposits. Reopened banks 
were not permitted to pay out gold or gold certificates, nor were 
they allowed to pay out currency for hoarding. Immediately a 
rapid return flow of cunency to the banks set in which amounted 
to 11,185,000,000 by Maroh 29. Public confidence was restored 
and the emergemy was past. 

Comes of Bank Failures 

The seriousness of American bank failures has stimulated much 
interest in possible remedies. Such remedies must necessarily be 
developed in the light of basic causes of failure. In Table 47 
some of the more general causes of failure among national banks 
can be seen.* 

After 1872 it appears that the most frequently occurring causes 
of failure during pwrods ftee from acute or prolonged depression 
are whdly at partially found in d^onest and illegal banking 
practices (Group 2). Ehiring p^ods of ^rious depression such 
causes beroiafi relatively k® impOTtant. The unusually low 
figures for the causKi appearing in Group 2 after 1923 are par- 
taally due to a diange in classification which excludes violation 
of bmking laws. The importance of fraud and violation of 
bulking laws as cauaes of bank failure is especially pronounced 
between 1900 and 1920, It is quite natural to find depression in 
busings, and dejaeciation Xif aSsete for i^easons oth^ than fraud 
and violation of banking laws, refetively unimjjortant during 
years of prosperity. 

If one combines poOT mtoagMnent With fraud and* violation of 
banking laws into one general class of *'i|ntemal cauSte” and cdn- 

Wnis aad & fenge extent takea from wrtide 

m the Jowmdo} oe «BaEk Paa«r|s, cSSi 
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trasts the magnitude of the' internal causes of failure with that 
of the “external causes,” consisting of depreciation of assets and 
depression, it becomes clear that the internal causes are the pre-^ 
dominant ones in all save the depression periods. One may con- 
clude, therefore, that a prevention of the operation of these in- 
ternal causes, consisting of incompetent management, fraud, and 
violation of established banking law, would go far in abolishing 
bank failure even in bad times. 


TABLE 47 

Causes op Failure op National Banks t 


Eatio of Number of Occurrences of Each Cause to the Total Occurrences 
of All Causes (in Approximate Percentages) 



Poor 

Fraud 

and 

Violation 

All 

Internal 

Depression 

and 


Management 

of Law 

Causes 

Depredation 

Years 

(i> 

(S) 

(1) and (2) 

of Assets 

1865-1872 

me 

32% 

79% 

20% 

1873-1879* 

26 

23 

49 

50 

188&-1S89 

21 

41 

62 

37 

1890-1900* 

31 

29 

60 

38 

1901-1905 

21 

48 

69 

30 

1900-1908 



73 

26 

1909-1913 

20 


25 


1914-19^ 

25 

63 

88 

n * 

1921-1922* 

23 

18 

41 

58 

1923-1929:$ 

West of Mississippi 
Eiver* 

31 

9 

40 

60 

East cl Missihsipitt 
Eiver, mam^ in 
a^rkulfuie^ South 

32 


58 

41 

1930-1931* 

51 

1 

52 

47 


• The starred perils eimtaln Tears of severe depressioB. These periods show a ^arp 
in psacposa as eanseo of 

t Ce^ated from^ta^yen in the Annual Reports of ComptroUer of the Currency. 
The to all banhs ^eed in handas of a receiver* 

t BeiginniHg 19S5, the oomptpoiler*8 reports dassifjr oatises m fSaJlare only as ; fl) incom- 
petent QimC and <|epre^i|im. Thio in a redaction of yae 

size, of Group 2 hy pnltix^ yfoladon of hanlp&g iaw% exeesmve loans, etc^ into the 
eatei^ory of poof ^ S ‘ . f 


On the other hand, during the periods of the greatest number of 
faSureS'^^iaBMly, periocfei of acute or, prolonged depression— -ex- 
ternal, muses bemme relatively, important., This w;as particuT 


19^ by thf 

both l^islative aiid 

erf. % usd^iTmg, ow}^ .foar 
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lent, weak, and ineflBcient management and for the susceptibility 
of banks to severe depression. 

Relation of size to failure. An examination of Table 48 shows 
that on an average in the whole country, banks of larger size 
fared better than the smaller ones, not only before 1930 when the 
depression was mainly confined to agriculture but during the 
1930 to 1933 period as well. This fact has caused many to con- 
clude that an important cause of failure is found in the smallness 
of banks. 


TABLE 48 


National Bank Failotbs CiAssimD Acxx>BDiNa to Cahtal Stock 



moioldSB 

Jan. 1,1830 to 
Oct.$l,im 

CapiUd of lest than p^fiOO: 

Total number of blanks 

6,4^1 

5,414 

Number of failurba 

424 

985 

Rate of failure (by per cent) 

6.6% 

182% 

CapOal of ttOOpOO to mOfiOO: 

Total number of bemks 

1,155 

1,081 

Number of failures 

29 

171 

Bate of failure (by per cent) 

2A% 

15B% 

Copitof of tifiOOflOO md over: 

Total number of banks 

234 

213 

Number of failures 

1 

21 

Bate failure (by per cent) 

.42% 



The rat» of failure for banks of different azes, however, are 
somewhat distorted by the fact that after 1929 the agricultural 
areas, which contained over two-thirds of the banks with capital 
of Jess than t^00,000, were subjected to continued severe de- 
pression, more acute, in fact, than that suffered in the larger 
dti^ A more accurate picture of the relation of size to failure 
may be had by computing the failure rate of banks of different 
sizes for each generd geographical area. The re^ts of such a 
ewnputatignfor the period 1930 to 1933 are given in Table 49 on 
page 4197 

The rates of failure diown in Table 49 exhibit remarkable 
variety. Among the national banks erf New England, the fail- 
ure rate grows deadOy wor^ as banks grow in dze. Among 
banks of Ae East, those in the group next to the Smallest in size 
fared the best. Otherwise, there is littld difference. In the 
Pacifie area the seoemd fiom ihd largest group shows no failures, 
while the other three groups dioW littie difference The ‘three 



4r^otal aumber of banks Is the averaae of tbe number operating at the beginning of each year 1930-1933. 


m 


Less than $200,000 

$200,000 to $499,000 : . 

$500,000 to $999,000 

$ 1 , 060,000 and over j 

Capitalization Group 

^ ^ ^ 

Toted Number of 
Banks* 

1 New England 

M t-* CO C;* 

Number of FmLwtes 

0 f;ii. CO (0 
bo 09 bo 

Rate of Failure 
{By Per Cents) 

Cn *<1 ® 
cn «o 0 
bt'o'o’o 

Total Number of 
Banks* 

East 

0 « 8 S 

Number of Failures 

Ml-* M 

0 M oa fco 
bo 

Bate of Failwre 
{By Per Cents) 

M 

MM 

Ov 0^ C» 0)1 
00 

CW ^ <D 

Total Number of 
Banks* 

1 

w. 

l>9 

M 00 CO 

Cn o> 00 0 

Number of Failures 

CO iso M 
€0 Or 1^ to 
lo bo to 

Rate of Failure 
{By Per Cents) 

p 8 0 

CO 09 M tsO 

to to bt to 

Total Number of 
Banks * 

Middle West 

CO 

M Ox *0 
Ox c;t 00 00 

Number of Failures 

to 10 to 

M CO 00 

to ^ bo to 

Rate of Failure 
{By Per Cents) 

M Oi S 

rfk. CD CO to 
to bx ^ to 

Total Number of 
Banks * 

West 

M 

•O' 

0 M 0 

Number of Failures 

M M 

0 0 0 M 
to bx bo to 

Rate of Failure 
{By Per Cents) 

sggi 

to bx Vj Ljt 

Total Number of 
Banks* 

Pacific 

Ox 

CO 0 00 o> 

Number of Failures 

to to bo to 1 {By Per Cents) j 


TABLE 49 

Failihies of National Banks in Diffesent Areas Classified Accordinq to Capitaii Stock, 1930-1933 



420 


BANK FAILURES 


great agricultural areas, the South, the Middle West, and the 
West, show a marked difference between the failure rates for 
banks with a capital of 11,000,000 and over and for the smaller 
banks. Here is the reason for the favorable showing of the group 
of largest banks in the country-wide averages of Table 48. 

The banks with capital of over $1,000,000 in the three agri- 
cultural areas consisted of the larger banks of the largest cities of 
those areas. Although dependent fcnr their prosperity upon trade 
with the surrounding agricultural regions, these centers were es- 
sentially industrial and conunercial in nature. The tj^e of bank- 
ing business available to such banks was not unlike that of the 
banks of similar aze in the more highly industrialized areas. In 
fact, the failure rate for these banks in the South and Middle 
West is approximately the same as that for New England and the 
East. The excellent record of the large banks in the West is the 
only exception. One is forced to the conclusion that among the 
national banks, size has been a relatively unimportant factor in 
relation to the rate of failure. Even where the largest banks 
diow some superiority, that superiority is due to the fact that 
they are being compart with small banks which were more ex- 
pos^ to the blows of depression. It is interesting to note that 
in a number of instances the larger banks show a distinctly less 
favorable failure rate thmi the smaller. 

TARLE so 


Ihmusa Bane Failitkes, 1925-1^ * 
(CSasaiSed Sie of CJapital Stock) 


Cepkd Stock 

Failures tn Each Group 
(In Peroentage of Average 
Eumbet of Active Banks in Each Group) 

$ i€yDoo-$ mm 

39% 

20JO(»- * 

26 

mm- 

18 



22 

mm- 

ao. 

mm- 

53 

mpm- 79,999....... 

53 

mm- mpm 

m - 

mm- mm 

0 

300^0- 399,999 

18 

2004)0©- 2^,999....... 

1|5 

mpm-mm * 


400^ ^,999 


5004^ ftiid 0v«r. 

n 

Avei»ge all grpups 

m ^ 

* Expert of SMp €ommi»Ho» for Irnmutioni, ^ 
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Additional evidence bearing on the relation of size to rate of 
failure is given in Table 50. Among Indiana banks with a capi- 
talization of less than $100,000, the smaller banks were fre- 
quently superior to the larger. 

Failure rate of national banks and others. The failure ex- 
perience of national banks has been much less serious than that 
of the state and private banks. Likewise, Federal reserve mem- 
ber banks have made a better diowing than the nonmember 
banks. The superiority of member banks over nonmembers can 
be ascribed to the character of the banks which are members 
rather than to the fact of membership itself. This is indicated 
by the fact that the bulk of the Federal reserve memberriiip is 
made up of national banks and the state banks located in the 
larger financial centers, both of which have relatively low failure 
rates. The suspension rates of the different types of banks din- 
ing the period 1926 to 1932 are presented in Table 51. 

TABLE 51 


Suspension Rate of Different Classes of Banes Expressed in 
Pebcbntaoe of Faeluses to Total Banks in Each Class * 

(As of December 3J of the Preoediiig Year) 


Year 

National 

State 

and 

Private 

Stale 

Member 

AU 

Members 

Nonmember 

1926 

lJ5^c 

4.1* 

2.4* 

13* 

42* 

1927 

’ 1.1 

2J9 

2.4 

U 

2.9 

1928 

.7 

23 

12 

3 

2.4 

1929 


Z2 

1.4 

3 

32 

1930 

2.1 

6B 

22 

2.1 

7.1 

1931 

5B 

12J0 

103 

6.4 

121 

1932 

4.3 

83 

62 

43 

83 


♦ Compiled froRi data appearing in tbe Federal Reserve BuUetin» for tlie years 1930-1933, 

To eliminate the possibility of distortion of the Mure rate be- 
cause of the nature of the geogrfq)hie$i distribution of the dif- 
ferent t 3 q>es of banks, a comparison is made, in Table 52, for each 
geographical area. La each of the gec^aphical areas, the failure 
experience of the nationid banks was better than that of the state 
banks. In many inft^ees it was distinctly betto. Althou^ in 
all £ueas the faSui^ state banks were worse than those of 

the national w^b especially unfavorable in New 

En^aad, the the Pacific areas. 

The state ba^^^rd may be attributed to two main causes. 
First, state bank j^arters have been too easily obtained by irre- 
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Banks 
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1,136 

Number of Failures 

Co 

o oa 
bo iad 

Bate of Failure 
{By Per Cents) 

1,787 

6,415 

Average Number of 
Banks 
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'<0 bO 

Number of Failures 

16.0 

30.0 

Rate of Failure 
{By Per Cents) 

1,091 

2,457 

Average Number of 
Banks 
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119 

727 

, Number of Failures 

10.9 

29.6 

Rate of Failure 
{By Per Cents) 

469 

774 

Average Number of 
Banks 

Pacific 
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Number of Failures 

to ►-* 

CO 

Rate of Failure 
(By Per Cents) 


Comparison of FAiLxmBS of National Banks wtth Othkr Banks by Ghsooraphical Divisions, Junb, 1929~March 16, 1933 
(Total NmiAer of Banks Is the Average of the Number at the Beginning of Each Yearly Period Starting June 30 ) 



BANK FAILURES 


428 


sponsible and inexperienced individuals. Purther, they have 
been issued with little regard to the actual banking needs of the 
community to be served. For example, in numerous instances 
Indiana villages of less than five hundred inhabitants boasted of 
two or more banks.* The second cause is lax supervision of 
banks, evident in many states, because of inadequate banking 
laws and underpaid, overworked, and ineflElcient examiners. 

The record of state and national bank failures shows a crying 
need for a unified banking system operating under Federal con- 
trol. This would facilitate the prevention of overbanking re- 

TABLE 53 

Percentage Change in the Nui^er of Banks prom 1900 to 1920, Population per 
Bank in 1920, and Suspension Rate, 1921-1936, in the I^n States 
Having the Highest and the Ten States Having the 
Lowest Suspension Rates * 


S%i9pension Rate, 

% Change in Number per 

States of Banks Between Population per 100 Banks in Opera^ 



1900 and im 

Bank,19£0 

tkmJuneSOfiOSO 

10 states with the highest 
suspension rates: 

Florida 

+4038 

3,725 

ms 

South Dakota 

+2^8 

917 

83.1 

Arkansas 

+6672 

3,605 

763 

South Carolina 

+4778 

3.7M 

T4.4 

Michigan 

+ 64i) 

4,^ 

74.4 

Iowa 

+ 67.4 

‘,1,242 

725 

Nevada 

+371.4 


69.7 

North Dakota 

+4648 

720 

68 j 0 

Nebraska 

+103.4 

1,684 

65.1 

North Carolina 

+4048 

4,412 

64.7 

10 states with the lowest 

suspension rates: 




Penn^vania 

+ 698 

6,722 

ms 

Texas 

+332.1 

2^ 

275 

V^inont 

+ 798 

44)65 

22.7 

New York 

— 42.7 

10,795 

225 

California 

+1488 

4,760 

m 

Connecticut 

+ 37.0 

8,522 

isj 

Massachu^ts 

— 541 

14,215 

178 

Delaware 

+ 661 

5,718 

15.4 

Rhode Island 

— 60.7 

18,315 

12.1 

New" Haimpehire . . , , 4 * 

+ 212 

5,539 

lU 

For- the United Slates 
as a whole , - . * , : : ^ - 

+1183 

3,^ 

49.7 

♦ Pederat Resorts Dec^g^r, 1937, p. 

1220. 



^Mepott of Cpmmmon for fniktna PimncM^ InstiMions,, l^t, p. 8^ 
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suiting from lax and competitive chartering while bringing uni- 
formity of regulation and control. The present makeshift 
arrangement arising from the Federal Deposit Insurance Corpo- 
ration activities cannot go to the root of the problem. 

Branch banking. It would be desirable to compare the failure 
experience of branch banks with that of unit banks operating un- 
der similar conditions. Unfortunately, adequate data seem not 
to be available. However, on December 31, 1929, there were 822 
branch banking S 3 ^tems with 3,547 branches, reported as operat- 
ing in the United States.* During 1930 and 1931, 134 branch 
systems with 388 branches failed.' Altogether, then, 134 branch 
systems out of a total of 822 operating at the beginning of the 
period failed during these two years, with a failure rate of 16.3 
per cent. Putting it in another way, 522 out of a total of 4,369 
banking offices operating under branch systems failed with a fail- 
ure rate of 11.9 per cent. This may be compared with the failure 
rate for all national banks for the two years of 7.9 per cent, and 
for all state and private banks of 18.8 per cent. This scanty 
evidence leads one to suspect that branch banking as practiced 
in the United States is on the average inferior to the unit na- 
tional banking system and is about on the general level of the 
state banks. One may add that this is not a fair test of the 
efficimicy of genuine branch banking. Of the 388 branches in- 
volved in failures, only U3 were located outside of the home city 
of the pa^t bank, while none was able to obtain the advantages 
of diversifiication whkh might arise out of interstate branch bank- 
ing. 

Stodhrddeis’ equi^ in banks as rdated to failure. It is 
natural to suspect that one contributing factor in bank failures is 
insuffikaent stockholders’ equity. Table 54 contains a compari- 
son of the ratio of stockhc^ders’’ equity to deposits between nar 
tional banks which failed during the &st ten months of 1932 
and aU natimial banks. The comparison is as of December 1, 
1^, whkh is sufficiently far ahead of the date of the failures in-f 
voived to gfre a fak iHutore. 

Tte bvidenee is at aH oonelurive that, one year or more 
before failure, the fspfed banks had a stockholders’ equity ratio 
inf«ti(W to that of tlto average bank. The difference in the two 

♦ Chain, aad Geewt* Braking ” Seai^ flf ^ QmntUUfi m 

md Ctermtcif^ House d jp, ^ 

a PSftifeer, mi CShttiwaaiiJ ilmYchk, 

Press, p. lid, repoit of 
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groups of smaller banks is so slight as to be of little significance, 
while the equity ratio of the group of largest banks was actually 
greater for the failed banks than for all banks. This, of course, 
does not mean that a satisfactory ratio of invested capital is not 
a necessary feature of sound banking. It does indicate, however, 
that it will not overcome the effects of bad management,® 

TABLE 54 

Ratio of Stockholders* Eqtjitt to Deposits fob National Banks Which 
Failed January l-OcroBia 31, 1932, and for All National Banks* 

(As of December 1, 1930) 


StockholdeTs* Stockholder^ 
Equity to Equity to 

Size of Banhi Deposits — Deposits — 

Classified According Number of Failed Banks All Banks 

to Capital Stock Failed Banks {By Per Cents) {By Per Cents) 

Under $2(K),000 183 15.7% 17.6% 

$200,000-^,000 52 14.6 16.9 

$1, (XX), 000 and over 4 16.3 16.1 


* Compiled from the Annual Reports of the OcmptroUer of the Currency. 


Conclusion. The evidence presented here shows that faulty 
management rather than external circumstances is the major 
cause of bank failures. During prog)erous times, fraudulent and 
niegal banking practices loom large among the causes of failures. 
Diiring periods of prolonged depression, weak and inefficient 
management imable to meet the rigorous requirements of the 
times contributes heavily to failures. It follows, therefore, that 
the most fruitful remedies for bank failure must be sought in 
improved management. There are, naturally, two general meth- 
ods of approach to the problem of improving bad bank manage- 
ment. The first involves the use of direct pressure; the second, 
the altering of the institutional framework within which bankers 
must function. One form of direct pressure might well consist 
of a requirement that afl bank executives should demonstrate 
their possession of a minimum amount of knowledge of sound 
banking principles and practice by passing some form of examin- 
ation. Su(h'a plan m^t give rise to a body of “certified bank- 
ers,” who would asristm the promotien of a professional attitude 
among bankm® in general. In addition to such measures, there 
mu^ bo retained andistrengthened the existing methods of ex- 

• « Abot seie R6dkey, IL G., Bank FoMvjea in MioUgan, 1935, Michigan BusU 

nes»‘^ia^ 0 s. (Vot 711, No. S. ' 
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amination and control by public authority. The intelligent bank 
examiner and supervisor can very effectively improve the quality 
of bank management by insistence upon sound loan and invest- 
ment policies, as well as by the detection of fraudulent and illegal 
practices. 

A consideration of any alteration of the institutional frame- 
work surrounding banking activities confronts us with the ques- 
tion of what changes are desirable. Although it is commonly 
held that small banks are much more susceptible to failure than 
large banks, and therefore that large banking units are to be en- 
couraged, the evidence indicates tiiat the failure rate of large 
banks during the last few years is quite as great as that of small 
banks. An attempt to prevent failures by encouraging the de- 
velopment of banlffi of larger size cannot in itself be expected to 
be particularly beneficial. One benefit from such an attempt 
might arise from the fact that the increase in the size of banks 
in rural areas would necessitate the introduction of branch bank- 
ing, If branch ^sterns of the t 3 q)e capable of promoting diversi- 
fication of loans and deposits resulted, there should be a definite 
gain in bank stability. 

Another proposed improvement in the banking system takes 
the form of minimum requirements for the ratio of stockholders’ 
equity to deposit liabilities. But the facts indicate that such re- 
quirements would be of little consequence in preventing failurea 
'Zhe failed banks studied generally had a ratio of stockholders’ 
equity to deposits as subs^tial as that of the surviving banks 
and, in any event, well above the commonly suggested minimum. 

AJthou^ tire failure ecsperience of state banks was consider- 
^ly worse than that of national banks, membership in the Fed- 
eral Reserve System spears to have been of Kttle benefit, 
^en one takes into account the fact that mc^ state member 
banks are located in areas less exposed to depre^on, their su- 
peri<Hity over nonmember banks becomes unimportant in the 
light «f fteir infeimity in oompgrison with national 

banka force aB state.banks into meml^rship in the 

Federal Sfoseve Sptep to be of ittie use m preventing 

failures. On lie otlW h^ht be reaj- 

iaed by the abolition of the qual system of elm^ering banks. 
Hiis is true, first, because Ihe statfe-ch^^red bai^s have been 
much more susoeptibfo fo failure than natfo^^- ban^, .and 
seoond, because Ihe dual system has contributed ‘to dvere^ah- 
of new banks duimg periods of proE|>ep1^. . ‘ mifoome 

has in turn tmded to increase the number of! and 
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incompetent bankers in the field and has resulted in excessive 
competition, leading to unwise banking practices. The effective- 
ness of public supervision could be greatly enhanced by a unified 
system of commercial banks under Federal control. 

In both good and bad times defective bank management has all 
too frequently taken the form of excessive loans to the bank's 
own oflficers. This fact suggests two possibilities for improve- 
ment. First, the $2,500 limit on loans by banks to their execu- 
tive officers or to firms in which they are partners, as provided 
in the Banking Act of 1935, should be extended to include loans 
to all firms controlled in any substantial measure by such bank 
officers. This rule would definitely ban the doubtful practice 
of attempting an impartial appraisal of the banker’s own credit 
standing and should go far toward reducing the abuses of ex- 
cessive and fraudulent loans to insiders. Second, the temptation 
on the part of inside interests to engage in borrowing might well 
be reduced. An outright prohibition of all banking affiliates, 
would be a wholesome change. This «>uld be done with no harm 
to banking efficiency if branch banking barriers were aboli^ed. 
Also, branch banking, in contrast with unit banking, fumidies & 
more adequate outlet fca* the energi^ and abiliti^ of the capaW© 
banker and reduces somewhat the urge to develop outside busa-> 
ness interests. 

The possibilitira of improvement in the management of banks 
seem greater under a sound bramdi bankii^ system than under 
a unit banking system. HowefveXj the evidence indicates that 
branch banking as we have it in the United States has not on the 
average been equal to the av^’age performance of the national 
banks, which are predeaninantly the unit form. Branch bank- 
ihg, to be of any serious conseqtieDce, mast be allowed to develop 
Over wida:; than 'ffiese permiMed at pr^nl 

, , ‘ j^MnlUation of Banks 

■The r^pCnir^ of the banks- aft^ the hohday by no means com- 
the task. In many communities thm were no banking 
fi^ffities; m .<^m''&e banks in op^raticm had little sound capi- 
tal or stockholders’ equity; while in some places banking faeffities; 
Were fo serve local hee<fe, Fin^y, there was the 

proMmn Of salvaging as mudh as possible from the banks that- 

cs^ifai crfill^tions to the RFCX To strengthen the- 
eapi^ gfcrhetalm ref^ened braM, 4iey were encourage^ 
to to the RFC (capitfd' notes or deWrtures 
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were used where state law did not permit the issuance of pre- 
ferred stock free from double liability). Such banks were first 
examined and were required to have a reasonable margin of 
owners’ equity to protect the RFC’s interest. Anticipated earn- 
ings were required to be sufficiently adequate to provide divi- 
dends or interest charges. When funds were advanced against 
capital notes or debentures or loaned against the security of pre- 
ferred stock, the banks were required to give assurance that the 
management and the salaries would be satisfactory to the RFC 
while it owned any of their obligations. In the case of default 
on two dividends on preferred stock or failure to amortize the 
principal on such stock at 5 per cent per annum, the preferred 
stock may take control of the bank. The banks are subject to ex- 
amination by the RFC while it owns any of their obligations.'’ 
The RFC originally required a return of 5 per cent on stock or 
notes purchased with a 1 per cent rebate if retired within three 
years. As of July 1, 1936, it reduced the rate to 3 per cent.® 

The larger banks were urged to lead the way in the sale of 
obligations to the RFC and to encourage similar action by smaller 
banks, many of which needed more capital funds in order to 
qualify for deposit insurance. On November 30, 1935, the RFC 
Owned $879,348,000 of preferred stock, capital notes, and deben- 
tures. The volume of such holdings has been declining as the 
banks have gradually retired th^ obligations. Capital notes, 
debentures, and preferred stodr may not be retired unless the 
eiqiital funds comprise from to ^4 of the deposits.® 

Refaalnlifatioa of dosed banks. In many instances it seems 
dedrabie to rehabilitate a dosed bank, eith^ because of the need 
for Its sendees in ibe community or because it offers a better way 
of salvaging the assets for depositOTs. The general principle of 
Kich rehabilitatioii involves the establidiment of adequate sound 
capital in excess of the bank’s liabilities to depositors. This may 
be accomplished by the sale of a suffident amount Of new stock, 
by the assessmmt of old stoddmid^s, by waivers of depositors 
to tiieir claims, <r by a ocanbinatiai of methods. ^ Two genrt^d 
methods have been used in rehabilitating dosed banks since '1^ 
holiday." 

Under what is known as Ibe ’%friaight rdiabilitation plan,” 


7 Cyril md Lamke, Edwin, Closed and Dktveseed Banks, 

t(0^ Brookings inelatution, PP- W i ; S 

York Times^ July 13, 1936. ' , . 

• tjpliani and Lamke^ osKjdL ^ ' 

125-134. ' . . 
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the existing bank is reorganized by: (1) writing off bad assets 
to the amount of the capital, surplus, and undivided profits; (2) 
a waiver of the depositors’ claims by an amount necessary to 
bring the volume of deposits not waived down to equality with 
the sound assets; (3) the surrender of old shares by stockholders 
and a resale of these shares to them as a source of new capital 
funds; and (4) the sale of preferred stock to the public and to the 
RFC if necessary. Since the waiver of depositor claims has ren- 
dered the bank solvent, no claim for double liability can be ex- 
ercised against the stockholders. The poor assets are set aside, 
and anything realized from them is applied to the waived de- 
posits. Such an arrangement may be brought about, in the case 
of national banks, by the written agreement of persons holding 
two-thirds of the stock and 75 per cent of the unsecured deposits 
(or other liabilities), provided consent is given by the Comp- 
troller. Depositors and stockholders who do not consent to the 
agreement are also bound. Upon the reopening of the bank, the 
unwaived portion of deposits is made available without restric- 
tion. 

The second method used is known as “waiver and sale.” Un- 
der it the depositors are called upon to waive their cMms in ex- 
cess of the amount that can be realized from a sale of the sound 
assets to another bank newly created. The newly organized 
bank purchases the sound assets and assumes the unwaived liar 
bilities of the old bank. The unacceptable assets are transferred 
to a trustee, who liquidates them and applies the proceeds to 
payment of the waived claims. The amount available may 
sometimes be increa^ by means of a loan from the RFC against 
assets not sold to the new bank. 

Liquidation in the absence of reorganization. A failed bank 
which cannot be reorganizal is put into the hands of a receiver 
with authority to liquidate the a^ts and pay the proved claims. 
The appointment of the receiver has often proved to be a prob- 
lem. Two principal methods have been used. Previous to the 
existence of the FDIC, the Comptroller of the Currency aj)- 
pointed the receiver for national banfe, and the liquidation was 
carried on und^ the supervision of the experts in charge of the 
division of insolvent banks. Now the FDIC automatically be- 
come ret«iver for any failed natiomd bank. Receivers for state 
banfa were graierally appointed by local courts and were answer- 
able onfy to fliem. The more modem metbod of handling state 
bank Rqui^tmns is that xraed m Indiima, where-the Department 
dl Hhancial Ristitaticass takes poss^smn pf a closed bank, and 
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its agents cany out the process of liquidation. The acts of this 
department, however, are subject to the. approval of a court of 
competent jurisdiction. 

The appointment of liquidating agents or receivers by the 
Gjraptroller of the Currency, by state authorities, or by local 
courts has been criticized on the grounds that jobs have been 
given on the basis of political considerations or for motives not 
in harmony with the best interests of the bank and the public. 
Liquidations are, at best, costly and wasteful. Claims against 
debtors are compromised when they might have been collected in 
full by the ofl&cers of a going baci; expenses for legal services 
are high. These difficulties explain in part the superior advan- 
tages of rehabilitation of a bank over a receivership even , at the 
expense of giving up the right to enforce double liability on the 
stockholders. In qjite of problems which arise from having 
agents of a central authority, instead of local persons, liquidate 
a bank, centralization of liquidation is a very de&iite advantage, 
since thus costs can be reduced and more experienced agents em- 
ployed. 
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MONEY MAKKET MIDDLEMEN 

I N AN INTERMEDIARY position between the borrowers and 
the banks which furnish tbe funds are frequently found spe- 
cialized middlemen. These middlemen fall naturaiOly into two 
classes: those who assume an obligation on their own part and in 
some way guarantee the credit of the borrower, and those who 
merely act as brokers or dealers without guaranteeing the bor- 
rower’s credit. In the first class are (1) stock market brokers, 
(2) finance companies, and (3) bill brokers (at times). In the 
^cond class are (1) the commercial paper houses, (2) dealers in 
Treasury bills, and (3) bill brewers. This classification b not all- 
inclusive, for there are factors, agricultural credit ageneiee, and 
merchants extending trade credit who are doing substantially the 
same thing. 


Stock Market Brokers 

Bn^rs borrow to re-Iend. Althoi^ ^eulators who de^d 
through stock market bredrers may buy ^uriti^ outright with 
their own funds, they commonly prefer to buy on a margin. 
Dealing on a margin oonsbts of investing a suffident amount of 
one’s ow funds to absorb any probable losses arising freon a 
decline ip. security pdees, and borrowing from a broker the re- 
mainder needed to make up the purch^ price. The broker uses 
the securities so putohased as (^fiat^^ .f'OK bank loans, b 
therefore a middleman, standing, the Imding bank and 

the ^recobtor. A ba^ poa^ broker^ loans benefits from 

.a CQnomtradon of, ib the. hands of a few bor- 

rop^rem a^d ffe Wtodw pf t|m brokerage fern, which b a part- 

nqr^^ ji^j^|ed lip^ty and by the Stock 


of apddki^bcolsers’ loai^ Brokers file a continuous 



wMeh hny loans will be subject. Call loans 
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(subject to call on 24 hours’ notice) may be made by direct agree- 
ment with the broker’s own bank or through the money desk at 
the" Stock Exchange. Loans made directly by the broker’s bank 
are the last to be called when the lending bank wishes to reduce 
brokers’ loans. 

On the New York Stock Exchange, banks with funds to lend 
notify the clerk of the money desk. Brokers wishing funds apply 
at the desk, and the clerk, under the direction of the Executive 
Comnaittee of the Stock Exchange Clearing Corporation, fixes 
■the call loan rate most likely to equalize the supply and demand 
for funds. If the supply f^ to satisfy the demand at the rate 
fixed, the rate will be advanced. Time loajjs between banks and 
noncustomers are arranged by money brokers, who charge a 
commission of about of 1 per cent of the amount of the loan.^ 
Only on the New York Stock Exchange is there a genuine caE 
loan market, since here only do banks make call loans to non- 
customer borrowers. Even on the New York Curb Market, the 
money desk appears to be unimportant. Deiiiand loans made 
by banks in other cities to their own customers are not, in fact, 
conadered subject to call. Such banks, when desiring to make 
genuine call loans, place them in New York City. In 1929 
about one-half of the brokers’ demand loans in that city were 
made through the money desk and hence were subject to quick 
call.* 

Brokers’ loans for others. Before 1933, banks in New York 
City not only tent to brokers on their own account and for coun- 
tiy ecarre^omlents but also made loans for private individuals, 
firms, and cOTporations. Under the Securities Exchange Act of 
1934, brokets dealing on roistered security exchanges may bor- 
row only firom banks that are Federal reserve members or banks 
that are subject to the same regulations as members. Borrowing 
from “others” is therefOTe made impossible for trading in im- 
portant ^]eculative securities. This restriction was instituted 
beca^ of the trouble experienced in 1928 and 1929, when at- 
tempts to restrict credit going into the stock market ware largely 
thwarted by the large volume of loans by “others” outside the 
control of the Feda'al reserve authorities. Even brfore the prac- 
tice was made illegal the New York Qeaiing House Association 
had ceased to allow its members to make brokms’ loans for teiy 


^ 5 Becidiart^ Beaiiamin H,, ThB Ymh M(mey Mm'heif /ti&w York; Co- 
iipibia UaivOTity Press, 1931-1932, YoL IH, pp, 44-45, 49. . , 

pp. 47, sa V" ■ 
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persons or firms other than banks. The Banking Act of 1933 
prohibits member banks from making security loans for non- 
banking customers. 

Relation of the customer to the broker. The broker under- 
takes to purchase stock for the customer upon the deposit of a 
satisfactory cash margin. He reserves the right to hypothecate 
the securities as collateral for bank loans. The customer agrees 
to the sale of the securities at any time and without notice in 
case the broker is not satisfied as to the adequacy of the margin, 
or in case the broker’s demand for pa 3 anent of the loaiT is not 
immediately complied with. The customer pays interest on his 
debt at a rate related to the cost of money to the broker. See- 

TABLE 55 

Mbsibbb Bank Loans on Seccbitibs to Bbokebs and Dbalebs in Ssccbities 
(In Thousands of Dollars) 


In Outside 

Date New York City New York City 

1928 Dec. 31 $2,556,000 $850^ 

1929 June 29 921jOOO 

Dec. 31 l,66OD0O 803JOOO 

1930 June 30 2,366JI00 819,000 

Dee. 31 l,m0O» mfHOO 

1931 June 30 1,2171)00 515,000 

Dec. 31. 5751)00 3911)00 

1932 June 30 . 274,000 2831)00 

Dec. 31. 3571)00 241)000 

1938 Dec. 31. $9731)00 

1939 Dec. 31. 7901)00 

1940 Dee. 31. 6421)00 

1941 June 30. ‘ 5751)00 


tion 7 of the Swurities Exchange Act requires the Board of Gov- 
ernors of the Federal Reserve System to issue regulations with 
respect to loai^ tm regi^sered, nonexempted securities. The 
Board issued R^jdadon T, governing loans by security dealers 
and brokers, and R^ilation U, govOTning loans by banks. Un- 
der Repdation T, effective Novemb^ 1, 1937, margin require- 
ix^ts on new loans ^ 40 per cent of the loan. Under R^ula- 
tion U> also effective November 1, 1937, new loans by bmiks for 
financing the purchase Or carrying of roistered secujrities require 
40 per oent maigins. ■ lAians by banks to brokers operating un- 
der Regulation T require margins of only 26 per cent of the cur- 
rent mar^t value. The margin requirements appfy^ only at the 
time the Joan is made mid not throughout its life, but if marg^ 
to a Mstomer’s a^unt fall bdow the required amount owing 
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to a decline in the market value of securities pledged, the margin 
must be restored again before the customer may make any new 
purchases. 


The Finance Company 

Sin(» 1900 a type of financial middleinan has developed 
known as the finance company. Its functions consist of: (1) 
bu 3 dng the receivables of business houses (accounts, notes, and 
acceptances); (2) advancing funds to dealers to finance the 
carrying of inventory; (3) advancing funds to dealers to finance 
retail installment sales; and (4) advancing funds against mer- 
chandise.® 

The discount company. The discount company is a finance 
company which specializes in making advances to business firms 
by the purchase of their receivables. It is estimated that about 
two-thirds of all receivables purchased are accounts. Two meth- 
ods are used: (1) Under the notification plan, the person or firm 
whose account is assigned is notified of the fact and instructed 
to pay the discount company. (2) Under the non-notification 
plan, the debtor is not notified of the assignment, but the dis- 
count company must rely upon the honesty’ of the seller in for- 
warding funds received from the debtor. . The non-notification 
plan is the one most commonly used, and the discount company 
protects itself by reserving the privilege of inspecting the seller’s 
books and by making a contract whereby the seller agrees to 
transmit the original receipts (checks, drafts, and so forth) on 
the day received. 

Discount oompani^ nOTmally advance from 75 to 80 pra* cent 
of the face value of the receivables, with the remainder to be paid 
when the total debt is cdlected. The seller h^ a contingent 
lialnlity for die ultimate collection. The receivables sold have 
average maturiii^ from 45 to 60 days, but from 10 to 20 per 
cent are not paid vdiM due. The chaiges are usually ^5 of 1 
per cent pese day on tli^ net fa^ mnount of ieoeivables bought, 
plus $5 per $1,000 on the first $160,000 iOf receitableg discounted 
witiiiB any twelve sQccessdve mouiiSi. ^Soanetttnes the charge is 
1% per cent per nmnih on the face of die remvables. Diseouht 
omspanies obt^ funds to an amount of times their own 

coital by bcsrewing from local baidrs or in the market on 

* A stijdy fey tfefi DirisibiiL of of 'Pedesal Reserve 

Bofidl OB ''iWooe GcHnpcudes,* F0deM Seamm Jadmry, iip. 37-45. 

Itiis stady liEis bWB draws upon esteBav^ ia foUowlQK i ' i ; . : 
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collateral trust notes. The collateral consists of the receivables 
deposited with a trustee. 

The automobile finance company. Companies financing auto- 
mobile dealers carry on two types of financing, wholesale and 
retail. Wholesale financing consists of advancing funds for 
carrying unsold cars. Amounts advanced are 80 to 90 per cent 
(sometimes more) of the wholesale price and are made against 
dealers’ notes or acceptances secured by warehouse receipts, 
chattel mortgages, trust receipts, conditional sale contracts, or 
bailment leases. The particular types of legal instruments used 
to protect the finance company vary with the laws of particular 
states. 

Retail financing involves the purchase of customers’ install- 
ment notes, generally indorsed by the dealer, although in per- 
haps about one-fourth of the cases paper is indor^ by defers 
without recourse. The bulk of the retail automobile finance 
paper of the large companies now bears the general indOTsement 
of the dealer, thus giving the finance company recourse against 
the dealer in case the customer defaults. Ci^tomers’ notes are 
most commonly secured by conditional sales contracts and chattel 
mortgages. 

The National Association of Finance Companies recommended 
the u% of conditional sales contracts in ^ states and in the 
District of Columbia, and the chattel mortg^e in the remaining 
6 states. The chattel mortgage, as used in installment sales, is 
void in Pennsylvania and Connecticut, while the conditional sales 
contract is treaty as m absolute sale in Louisiana. 

Tie average ratm of borrowed capital to owned capital is aboyt 
2.5 to 1 for the stoail and middle-sized companies, while laiger 
ones at tim^ borrow as much as five times their own capital 
The eostomary practice has been to b(HTow by the sale 

of ooHatersd not^ seciufed by the deposit oi dealers* notes 
and costom^rs^ 4ot^ j^th a trusted 0moe 1938, finance cmn- 
I^iines have, to extent,' b^'bOTowing in die open 

im^et |0n^ ^eir unseoar^ notes.* &nafler oomp^^ are often 
de^dent t^pc^ didr'bwn banks for acptanmodaiionJ 

Tihe most important of financing carried on by 

fihim^se dOimi^ifes is ^at ^ asitanobOe trade. The ecsperi- 

. |f!to)oi^€oa ag^ifed M3w V. Analy^ American Knaaee Cot- 

treie iafes-^nahee eonQ]Bn£e8 operitdng, of Vhlcb 
ei^ and ecmpeadeB. Gf. JktJe»-PmM» 

H@tSn0i of SetaS' ImtaSimerU Pc^^er, 1940, U.S. Dept. o£ 
ef' tbe Gaisas. 
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ence of companies and dealers in the United States in 1935 on 
installment paper is shown in Table 56. 

TABLE 56 


ExPEEtiiNCB or Finaxcr Companies and Dkalbes op the United States, 1935* 


Passenger Cars 


Average size of note purchased by finance 
companies: 

New cars $532 

Used cars 238 

per IfiCO transactions— passenger and 

commercial combined t 

Percentage of repossesEdons: 

New cars 1,8% 

Used cars 7.8 

Average loss per repossessed car: 

New cars $ 73 

Used cars 93 

Percentage ratio to total installment paper of 
paper over 12 mos. : 

New cars 64.3% 

Used cars 25.1 

Percentage of cars sold by dealers on install- 
ments: 

Nw cars 58.2 

Used cars 62.9 


Commercial Cars 


$697 

333 

2.4% 

10.4% 

16.0 

$ 46 
40 


51.0% 

20.1 


55.9 

58.0 


* from estimates made by the National Association of Sales Finance Companies, 
t ‘*Saipe” r^er to cases where buyers disappear, taking the cars with them. 


Itie volume of retail motor sales financed on the installment 
plan in 1935 was 1,333,600 new ears and 1,791,900 used cars. 
The newnear financing amounted to $734,100,000, and the. used- 
ear financing $424,^,000. In addition, wholesale, financing 
amounted to $1,402,600,000.“ 

Durh^ 1989, sdes-finant» companies purchased retail-install- 
ment pai^ amountiipg to $1,990,283,000, of which 74.5 per cent, 
or $1,483,8(^,000, WM to finance the sale of automobiles. The 
•large degree (rf oraicentrafion in the fau^ess is shown by the fact 
that 927 sa^e-<a^ companks accounted for only $257,055,000 
of the totrf, while the 159 multii-unit complies handled the 
remain^. Uommereiai banks hi^an to enter the field, and at 
the end of 1939 they held 28.6 par eput of the total ampunt of re- 
tail instalment papa* in the mark^. 

Economic reasons for finance companies. ,Efoance ccahpanies 
advance 4un<fe to ccmcerns and.,i»divi(^iia]s who'ai^.Tipable to 
find accommodatimx at banks. The hanfea benefit by the oedit 


® Time-Sales Ftamhcmg, April, 1936, p, 7, 
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of the finance company, which stands between the borrower and 
the bank. The reasons for the use of finance companies are: 
(1) the credit risk of the borrower does not meet the require- 
ments of the bank; (2) the loans may have longer maturities 
than the banks desire; (3) installment sales must be carefully 
watched and involve occasional repossession and resale; and (4) 
the affairs of the borrower require careful supervision if loss is to 
be avoided. The bank which buys finance company paper is 
free from the risk and the very considerable work, of analyzing 
and watching the borrower’s credit standing. Instead, this task 
has been forced upon the finance companies as the price for get- 
ting their paper sold to the banks. 

Finance companies are expensive means of obtaining working 
capital, and obviously business firms which must resort to them 
are at a disMvantage as compared with those able to obtain loans 
directly from the banks. The cost is comparable to that of ob- 
taining trade credit under the common 2 per cent discount fan 
cash. Likewise, instaUmenf purchases by consumers are made 
expensive, since heavy interest and servi(» charges are added to 
the unpaid balance. 

Dealers in Bankers’ Acceptances 

The acceptance market Bankers’ acceptances have already 
been described, and the importance of the Federal reserve banks 
in the establishment and maintenance of the market for aecept- 
saices has been considered. The market cannot operate, how- 
ever, without gjedalists who act as intermediaries between sellefS 
of acceptances and investors in them. These intermediaries are 
die acceptance dealere, who may be individuals, firms, or cor- 
pOTations. 

The acceptance dealer.* The dealer scnitanizes the bills of- 
fered and may by his indOTsement add to their acceptabffity. 
He mu^ have wide eont^ts with investors who buy bills, and 
he must have sofi&a^t capital, whether owned ot borrowed, to 
enable him to carry a large and diversified p(»*tfolio. He obtains 
his bills (or acceptances) from sevmi sources. His most impor- 
tant single source k the accepting banks which have discount^ 
their own acceptsanees fta: the ownras instead of fcatang them to 
^k an independent market. About one-half of the bills bou^ 
by dbafers in New York CSty are dbtained directly frc«h acc^tiag 

loi ^ Resale BttSetm, October, 1S21, pp. 1168-1170. 
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banks, and the proportion is still greater for dealers in Boston 
and Chicago/ 

Acceptance dealers usually buy the bills outright and rely for 
their main profit on selling at a lower rate of discount than that 
at which they buy. They operate extensively on borrowed funds. 
Most of them are also dealers in commercial paper, stocks and 
bonds, long- and short-term government obligations, and “Fed- 
eral funds.” They are therefore established firms possessing 
capital stock devoted to other uses, and commonly invest little 
of their own funds in acceptances. From 85 to 100 per cent of 
their portfolio may be carried on funds obtained in the call loan 
market. Their market consists mainly of banks in the larger 
citi®, with which they keep in contact by salesmen, telegraph 
and telephone, and circularization. 

Since the dealers borrow the bulk of their_ funds, the cost of 
fimds in relation to the yield on the portfolio of acceptances has 
a special bearing on the profit to be realized. Call money rates 
are usually very close to the acceptance rate, so that the dealer 
expects to make little, if any, profit out of the difference. At 
times the call rates rise above the acceptance rate, with, the re- 
sult that the dealer is compelled to liquidate quickly to avoid 
loss. Under such circumstances the r^rve banks come to the 
rescue with: their. 15-day repurchase agreements.' At -times a 
fakbr large pero^t^ of defers’ portfolios is carried under re- 
.sale agneeaoients; this has been p^ticularly true in New York 
.Cii^. Hie reserve banks charge rates ci dWmnt equal to their 
.ord^Bazy buying rates on mmilar InHs. The rates are fixed with 
an to asnsting the <ba]^ to avdd loss. If dealers me not 
jn need, the rate will be fixed at a level above the open-market 
rate on billa If dealers need help, the reserve banks lower their 
buying rates somewhat below the rate at which deal^ seU, so 
th^ dealers will not lose. 

Dealers “recoguized” by the Fedmal reserve banks are those 
whose indoimnmtis saffiobnt to sa^y the reserve banks when 
^ying hx titcir owii aepount or .foV' foreigi. correspondents cu* 
j# ad<K|uate to proto^ tl^ .bank bh resale agre&- 

inentn Ten reoogoiaed dea^is wwe listed; in ^ngweijs of the 
.reserve banks to que^iannakes to th^ dining the Senate 
hearings on the subject; '‘Whetii® a 46®l®r's iufh^ment is 
reopgiized or not depends on the posses^n of Si^i^tsirtial net 
wcxrUi in relation to the business tPSMacted; the experience and 

'fOpetatwai of National and Federal Eesarv® 

cit^ pp. 026-935. ' ! J 
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ability of the management; his clientele; character of tranS' 
actions; rapidity of distribution; his willingness to bid for bills 
and to circulate at frequent intervals a list of offerings.” * 

Since bills sold to the reserve banks must be satisfactorily 
indorsed, dealers offering bills obtained directly from the accept- 
ing banks must indorse them. If a bill has previously been held 
by a bank for investment and has been indorsed and sold to the 
dealer, the dealer’s indorsement is not necessary. Indorsed bills 
sell at % of 1 per cent under the rate for unindorsed bills. At 
the end of 1930 the Discount Corporation of New York, one of 
the largest dealers in acceptances, having a capital of $9,800,000, 
was contingently liable on indorsements for $129,000,000.® 

The Commercial Paper Market 

Commercial paper. Open-market commercial paper is a val- 
uable aid to liquidity and diversification for the banks of America. 
It is especially important for the smaller unit banks whose .local 
loans must be made to a narrow range of industries. It is also 
useful to banks which have seasonal excess funds i<x investment. 
It facilitates industrial and geogr^hieal diversification, and, 
because of its variety of denominations and maturities, it helps 
the individual bank to arrange a suitable portfolio of liquid 
assets. 'Hie paper of good firms has an enviable reputation for. 
prompt payment at maturity and is normally eligible for re- 
discount when within three months of noaturity. 

Denominations vary from $2,500 to $50,000, with $5,000 as the 
most common denonaination. The size offered is determined by 
the requirements of banks which are in the market to buy at 
any particular time, ance oommerdal pap«‘ so bought is subject 
to the 10 per- cent limit. Ihe bulk is unsecured dngle-name 
paper, although some p^r is indcosed and a small amount is 
secur^ by coflhteraL“ The maker is normally the pay^ who 
has indorsed the paper in blank. The paper thus becomes pay- 
able to bearer and requires no fiffther indorsement to pass tide. 

^ Hmrmffs, op. p. S48. 

» Becfchart, op. 

jBStteaM list iliife setaSipai was largely tafc^ from a sfeiKiy by Staner, 
W, of aad ^ Federal Eeserve B<?ar4 

pdbiJsbed m Use in Augoai and September, 1921, pp. 920-926, 1052-1057. 

A good aecosmt of ^ oommerdal paper mai^et appears in Beckbart, Benjamin. 
H., fk$ New York Monef Mwtket, Vol. HI. 

11 Mgbty per oent is estimated to be paper of eqncoAem^ and indo^feiW fons, 
d wbdek is nnindoised. Twmtjr per cent ^ eolbilera} tiju^ paper 

of inaaoe ^d other finanekl middleaikdi. ^ Sde Fodl^, A., The 

JPapet® Baited P^isbiBg Co., 19?1, 7-10. 
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AGRICULTURAL CREDIT 


S INCE the beginning of the twentieth century, the credit 
problems of the American farmer have become more pressing, 
partially as a result of rising land values following the disap- 
pearance of free land, and partially because of the increased in- 
tensity of cultivation, which requires larger amounts of working 
capiM. It is ordinarily said that the farmer requires three 
separate types of credit: (1) long-term mortgage credit to pur- 
chase land; (2) intermediate-term credit (running from six or 
nine months up to three years) to finance the purchase of ferti- 
lizer, stock for feeding and breeding purposes, equipment, and 
improvements; and (3) short-term credit of not over nine 
months to purchase seed and feed, and to finance the storage of 
crops awaiting naarket. 

The farmer’s credit needs are increased by the fact that it is 
generally impossible for him to incorporate and get capital by 
the issue of securities. He must, therefore, depend upon what 
capital he owns and can muster by borrowing to provide the rela- 
tively large amount of funds required in agriculture. Being a 
small-scale borrower engr^ed in a highly risky enterprise, he 
must, fOT the most part, bcarow locally where capital is normally 
scarce and dear, l^tes as high as 10 to 15 per cent have been 
common in some disfeicts.* Long-term mortgage credit has been 
obtained: (1) from local mcmey lenders; (2) from mortgage loan 
companies; and (3) from banks and insurance companies. Be- 
f<»e 191^ natka^ banks were not permitt^ to lend on real 
estate mc8d;^iges, but the .Eedaral Reserve Act pennitted those 
outsde of central reserve to make five-year loans on farm 
land. State banks, on the other hand, have generally been al- 
lowed to lend on real estate, and farmers have obtained raed^t 


^ Basd, IVieda, and Benner, Claude, Ten Yean of Federal IntermeditUe CreditSj. 
Waeiungtta, Brookings Instituticm, 1^, p. 22. 
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from that source. For shorter-term credit the farmer in the past 
has relied upon; (1) merchants or dealers, who in turn obtained 
credit directly or indirectly from city banks; and (2) local banks. 
In either case, the cost was frequently hi^.® 

Long-Term Credit Institutions 

The Federal land banks.* The first important attempt made 
to improve the farmer’s credit facilities was made in 1916, when 
Congress authorized the organization of twelve Feder^ land 
banks to have a minim um capital of $750,000 each. The capital 
was originally subscribed by the Federal Treasuiy, but national 
farm loan associations become stockholders by virtue of the fact 
that they must subscribe to stock in amounts equal to 5 per cent 
of the loans made at the land banks. When the loan associations 
buy enough stock, the government holdings are retired. 

National farm loan associations. If not less than ten persons 
wish to borrow from a Federal land bank, they may (organize a 
national farm loan association. Each association elects a board 
of directors of at least five membean^ m^o choose a secretary- 
treasurer and a loan committee of three, its ^^llcaticm to the 
Farm Credit Administration for a (barter indudeB an alN^vit 
stating that each of the organizers is the owner, or about to be- 
comei the owner,'of farm land qualified as a basis of a land bank 
loan, and must be accompanied by a subsaiption to stock in the 
land bank equal to 5 per cent of the desir^ loans. Once the 
association is set up, a new borrower ^plies for memberdiip and 
subscribes to stock in the association to an amount equal to 5 
per cent of his pro^)ective loan. He may become a member 
upon a two-thiids vote of the directors. The borrower’s appli- 
cation is ref^red to the loan eommittee, whi<h ^j^aises the land 
and makes ite repwi. If it' is unanimously approved by the 
loan eommittee and by the directors, a rep^ to that effect is 
sent with the applicstkm to the land bank, which may grant 
the lomi on further investigathm. 

Security ffor loans made at land baii^ Ihe local loan asso- 
indorses the member’s note before it b sent to the land 
bank. This iadorsement ojquires value from the fact that the 

- p. 19. .... 

»At the time when the Federal land bante were rngmaed, projvi^Mi was 
made in faw for the msanimtioa of privstelsF owned joint sto^ laod banks 
wi^ ^oweia irnd ptxrSe^ jamifatr to those of the Federal land banka Tbe nn- 
foriimate exOftienoe^ of some of the jcmt Bto<ik land beids tended to disereidit 
tb^ IkhergencQr Farm.Morlg^Lge Act of 1933 provided for a termina- 

'tieb' ^ and ior their tigui&tfcm. 
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association owns stock in the land bank equal to 5 per cent of 
the total loans. This stock is purchased out of the proceeds of 
the sale of a like amount of its own stock to its members. More- 
over, members of the association are doubly liable on their stock 
ownership for all debts of the association incurred before 1933. 
Since this equity provides the basis for the liability of the mem- 
ber borrowers, it furnishes an essential element of co-operative 
credit and should make for interest on their part in the soundness 
of loans extended. 

In addition to tbe association indorsement, the loan must be 
secured by a recorded first mortgage on l^d within the district 
and must not be over 50 per cent of the appraised value of the 
land itself, plus 20 per cent of the value of permanent insured 
improvements. The loan must provide for amortization of 
principal and payment of interest so as to extinguish the debt 
in from 5 to 40 years. In addition, the whole or any part of the 
debt may be paid after five years. The rate of interest cannot be 
more than 1 per cent above the rate on the laist issue of land 
bank bonds. Only persons actually engaged, or about to become 
engaged, in the cultivation (rf Ibe mortgaged land can borrow. 
The purposes of such loans may be: (1) to buf^iigricultural land, 
equipment, fertilizer, and livestock; (2) to make improvements 
on farm land; (3) to liquidate the indebtedness of the owner 
incurred for agricultural purpose; and (4) for general agricul- 
tural purposes. 

Emergency status of national farm loan associations. The 
heavy demands for refinancing loans at the land banks ance 
1933 have resulted in a short-cirouiting of the local associations 
in two waye. (1) Spinning August, 1933, applications for loans 
were received directly by the land banks without previous ap- 
proval by the local associations. This situaticm arose from the 
fact that many applications for loans were (rf the SOTt not eligible 
to be handled tbsoi^ the regito. land bank diannels. Those 
finally approved, however, required the ultimate approval and 
indOTsement of the assodatfon if tihe loans were to be made 
through it. (2) In cases when a borrower do^ not have ac(^s 
to bcarowing thro^^ an assodation, the land bank may make 
a direct loan; carrying a xate.^ intei^ % of 1 per c^t high^ 
than toat paid by b(wrow^ throu^ associations. The bor- 
now)gr must subscribe to stod^ in the land bank to an amount 
equal 'to 5 per cent df his l®«n. If afdirect-loan.boirowar joins 
an assodaiion later, he benefits by a TOrre^Kmdiag redueticm in 
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Attempts are now being made to return the local associations 
to their previous position in respect to land bank loans. This 
reversion is necessary if the co-operative character of these loans 
is to be maintainai. The local associations are required to set 
aside, semiannually, 10 per cent of their net earnings until the 
reserve account equals ^ per cent of the capital stock, and 5 
per cent thereafter. 

As an additional means of strengthening the position of the 
national farm loan associations, it has been the policy of the 
Tarm Credit Administration, wherever possible, to require the 
local farm loan associations to handle the local problem of servic- 
ing loans made through them. This procedure serves the double 
purpose of focusing the attention of the local officials of the asso- 
dations on the problems and responsibilities which accompany 
co-operative creffit and of providing them with an income de- 
rived frcan the fees paid by the Federal land banks for the service. 
On December 31, 1939, out of the 3,722 operating national farm 
loan associations, 3,486 were servicing their loans. 

Because of the impairment of capital due to depression losses, 
many national farm loan associations were compelled to become 
inactive, that is, were unable to make additional loans for mem- 
bers. In 1937, an amendment to the Farm Credit Act permitted 
the land banks to losm to farmers throj^ these associations with' 
mqjaired a^ital. To accomplish this, new and old borrowers 
are separated, and there is no inter-group liability save for op- 
erating eospenaes of the assodstion. • 

Source of land bank hinds. Ibe Federal land banks obtain 
pari of their capital frmn govemmmit subscription and the re- 
maind ar £roin the ioeal loan sedations and direct benrowers. 
On December 31, 19^, ^dr combined coital was $236,475,965, 
52 pe* cent of whidh was owned by the government. The bulk 
of &e land bank funds are obtained by the sale of consolidated 
hoods whidi are exei]^ from Federal, state, and local taxation 
and are tiie ddigation of all twdve 'Federal land banks. Col- 
lateral security ecmsistis farm hdd in trust; Each 

land bank is required to set aside 5@ per o^t of its semiannual 
itei earnings tmtil its reserve account equals its capital stock. 

Snergency financing* land bmics. On> January 23, 1932, 
tire law was amended to permit the Secretary of the T^asury 
to subecribe to $1^,060,000 additkinai stockiin the land banks 
to streogdien their erq)ital structure. Eehefi to borrowers al-^ 
leat^ in debt to the laj^ banks was esxteoded-fn « 1933. 1^ further 
amendments to the law which: (1) permitted needy btarrowMS 
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to postpone (within five years) any installments, with interest 
on the unpaid amounts accruing at simple interest at the regu- 
lar rate; and (2) reduced the maximum interest rate to 4^2 per 
cent for five years. To offset any loss in the land bank revenue, 
the Secretary of the Treasury was required to subscribe to the 
surplus accounts of the land banks. The maximum amount 
of any individual’s loan was raised from $25,000 to $50,000 with 
the approval of the Land Bank Commissioner. 

Advantage has been taken of the low interest rates of the 1930's 
to refund land bank bonds. This has made possible reduction 
in interest rates on loans to farmers without putting the whole 
burden of the reduction upon the United States Treasury. Dur- 
ing 1939 the remaining Federal land bank bonds, issued by in- 
dividual land banks and bearing 4^^ per cent interest, were re- 
tired. The consolidated issues which replaced them bear coupon 
rates varying from 3 to 4 per cent. 

In 1941 the contract rate on farm loans made through the 
national farm loan associations was 4 per cent and the contract 
rate on loans made direct to farmers by the land banks was 4^ 
per cent. However, by act of Congress the actual rate to be 
paid by farmers on the national farm loan association loans was 
reduced to 3% per cent and on direct loans to 4 per cent. These 
low rates were to be in force until July 1, 1942. Because this low 
rate of interest requires the Treasury to make up losses by the 
land banks, fam^ borrowers are the beneficiaries of a govern- 
ment subsidy on their long-term credit. 

To give relief to fanners in debt to other institutions or indi- 
viduals, the land banks were authorized to purchase first mort- 
gages on farms either for cash <»• by exchanging farm loan bonds 
for them, paying no more than 50 per cent of the “normal value’' 
of the Imd and 20 per cant cff the value of the permanent im- 
provements.. The mortgage were refinanced undo: the favor- 
id>le existing land bank loan terms on the basis of the amount 
jaid by the land bank. ! boarower whose mortgage was 
boi^t obtained relM in lower inta^ and itibie opportunity for 
postponement of pa 3 mient fori five years; in addition, he often 
stood to gain by a scaling down of the debt required to the 
face amount of the loan below 50 per cent of the normal value 
of the Imd and 20 per cent qf the vahie. the improvements. 
Two, difficulties arose in the exeeutioB bf this- i»ogram. ; First, 
creditcafSiomld not, be oompeBed to sel theh Inor^ag^j and 
h«Qj3e to debtors in good stanffing with the creditors was 
impossSble to arrange unless t6e creator was hard pr^ed for 
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liquidity. Otherwise, creditors preferred a good mortgage to 
ca^ or the low-interest-bearing bonds offered in exchange. Sec- 
ond, if the land bank were to offer an attractive enough price 
to interest the creditors holding a mortgage in default, the nor- 
mol value had to be stretched considerably above the existing 
land values of 1933 to 1934. 

Emergency financing by the Land Bank Commissioner. 
Since many farmers’ debts were in excess of the amount which 
could be financed through regular land bank loans, the Land 
Bank Commissioner was authorized to lend on first and second 
mortgages on both real and personal property to an amount (in- 
cluding any prior indebtedness) equal to 75 per cent of its nor- 
mal value. Such loans might not exceed $5,000 and must be 
amortized over not more than ten years if secured by personal 
property. These loans were for; (1) refinancing past debts; 
(2) providing workmg capital; and (3) providing funds for the 
farmer to exercise his equity of redemption or to repurchase land 
lost by foreclosure. The contract rate on Commissioner’s loans 
in 1941 was 5 per cent. However, the actual rate until July 1, 
1942, was fixed by act of Congress at ZVz per cent. 

The Federal Farm Mortgage Corporation. The Federal 
Farm Mwtgage Corporation is a government-owned corporation, 
organized in 1934 and permitted to issue up to $2,000,000,000 in 
b<mds fully guaranteed by ihe government. The bonds have 
been: (1) K)ld to obtain funds for Land’ Bank Commissioner 
loans; (2) sold to furnish the land banks •with cadi at times when 
their own unguaranteed bonds would not command a good 
market; and (3) exchanged for the less marketable land bank 
bonds and used by the land banks in the purchase of mortgages 
by direct exchange. 

Otiier emergency agricultural loans. As early as June, 1929, 
an Agricultural Marketing Act was passed, setting up the Federal 
Farm Board, equipped with a $5(K),0(X),000 revolving loan fund 
out ci whidh loans might be made to co-operative marketing 
aaBodatirais and stabilizing eorpOTatioBS. These loans were noade 
to finance the storage and marketing of a^icultural commodities 
and to control crop surpluses. The Board was also authorized 
to “insure” oo-operati-ve associations against any decline in the 
prices of products held. 

On May 19, 1932, the Eecmistruction Finance Corporation 
was authorized to create in any land bank district a regional 
agricultural credit fetaporation with a caffital of at least $3,000.- 
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(XX) and authority to make agricultural loans and to rediscount 
the notes obtained, when eligible, at the Federal reserve banks, 
or the intermediate credit banks. In 1933 the government or- 
ganized the Commodity Credit Corporation to make loans to- 
agriciiltural producers against commodities in storage. In addi- 
tion, CJongress has regularly authorized either the Secretary of 
Agriculture or the Farm Credit Administration to extend small 
loans to farmers in drought- and storm-stricken areas. 

Intermediate Credit 

To improve the acceptability of farmers’ notes (in excess' of 
nine months’ maturity) given to obtain working capital, the 
government, under an act of March 4, 1923, established twelve 
intermediate credit banks. These banks are located at the same 
places and have the same management as the Federal land banks. 
The stock of each is at least $5,000,(X)0 and is owned by the gov- 
ernment. One-half of the net earnings are to be carried to sur- 
plus until it equals the subscribed capital, and thereafter 10 per 
cent is carried to surplus. The remainder of the net earnings go 
to the government. These banks may issue tax-free debentures, 
secured by discounted paper, to an amount not over ten times- 
the paid-up capital and surplus. All intermediate credit banfe 
are indirectly liable for these debentures. These banks may re- 
discount or purchase agricultural paper of not more than three 
years’ maturity held by banks, agricultural credit corporations,, 
livestock loan companies, or co-operative credit and marketing 
associations, and may make loans secured by such paper. They 
may also make direct loans to agriculttird co-operative asso- 
ciations up to 75 per cent of the value of warehouse receipts, 
shipping documents, and mortgages on livestock offered as col- 
lateral. ' c 

The interest rate’ charged by the Federal intermediate credit 
banks may not exceed the rate on their debentures by over 1 
per cent. Paper is not el^g&le to be <rffered to the intermediate 
credit banks for discount or oollateal if the maker is charged a 
rate more than 3 per cent in excess of the discount rate of the 
intermediate (aedit bank unless a wider spread is approved by 
the Governor of the Farm Credit Administration, 

. , , . . . Jmpromd ^hqrt-term Credit Facilities 

Producticm oredit Gorporaticms. The farmer, particularly in 
ihe West, ii^^al'jvays borrowed at a disadvantage. The collapse 
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of commercial banks in the agricultural areas increased these 
difBeulties and in many instances shut off completely his contact 
with sources of credit. The government stepped in with emer- 
gency loans, made both directly and indirectly through the 
RFC’s regional agricultural credit corporations. But permanent 
improved short-term credit facilities for agriculture were required, 
and in anwer to this need, production credit corporations and pro- 
duction credit associations were provided in 1933. There are 
twelve production credit corporations, each located at the same 
place as the land bank and intermediate credit bank of its dis- 
trict, with a combined capital of $120,000,000, which belongs to 
the government. The production credit corporations purchase 
Class A Stock in the production credit associations in an amount 
equal to approximately 20 per <^nt of the loans which the asso- 
ciation is expected to make. Class A Stock is nonvoting but is 
preferred as to assets. The production credit corporations for- 
mulate regulations govemmg management, credit policies, and 
accounting and office procedures for the production credit asso- 
ciations. 

The production aredit associations are local lending units, op- 
erating co-operatively. Their members purchase Class B Voting 
Stock (one member has one vote) to an amount equal to 5 per 
cent of their loans. The associations make ^ortTterm (up to 
one year) loans to farmers. Their capital funds are invested in 
ap{»royed securities^ which are in turn pledged as marginal col- 
lateral witli the intermediate (redit bank when the association 
offers IxMTOwers’ indorsed p^)er for discount or as collateral for 
loans. Borrowera may not be charged a rate more than 3 per 
cent in excess of the di^unt rate of the intermediate credit bank 
unless specifically permitted by the Ctovemor of the Farm Credit 
Adminisiration. In 1939, when the intermediate credit banks 
reduced their loan rate to the produetic® credit associations to 
1% per cent, the rate charged fiamers was reduced to 4% per 
emit. The loans of th^ associations m-e being substituted for 
the loans (ff the regionsd agricultural credit corporatimis now in 
liquitktkm. 

Several distinct advantages, are . claimed for the ,w<ak of the 
production credit associations. Not only do they provide ade- 
quate credit at low rates to farmers whera local banking facilities 
are inadequate or when the fannere* cre(fit pcs^tion will not 
satisfy ito banks, but also they are- siting Jhnw* aad-iinprpyed 
standards in agrosultu^^ ' practi^ 

budgeting of fara^rs’ credit needs and his abihty to repay out 
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of income, instead of an exclusive dependence upon collateral, 
represents a step in the right direction. 

The size of loans made by the production credit associations 
is, on the whole, small. The minimum-sized loan is $50, and 
about one-half of all loans maturing in 1939 were for less than 
$450. The 529 active production credit associations on March 
31, 1941, had outstanding loans of $195,296,000. Comparing- 
this figure with the agricultural loans of insured banks of $1,280,- 
000,000 at the same date indicates that the short-term agricul- 
tural credit business is by no means m immediate danger of being- 
monopolized by the production credit system. 

For convenience of borrowers needmg small amounts, each, 
production credit association carries a cash fund out of which the 
loan committee may advance funds without waiting until the 
borrower’s note can be sent to the intermediate credit bank for 
discount. Of total loans outstanding at the end of 1939, 84.5 
per cent represented paper rediscounted at the intermediate 
credit bank, while 15.5 per cent was carried in the cash loan funds. 

The ban^ for co-operatives. To care for the needs of agri- 
cultural co-operatives, a Central Bank for Co-operatives and 
twelve district banks for co-operatives have been set up; The 
Central Bank lends to national or regional farmers’ co-operatives, 
while local co-operatives are cared for by the district banks.. 
The capital stock of these banks was obtained from the revdving 
fund established under the Agricultural Marketing Act of 1929. 
Borrowers subscribe to stock to 5 per cent of the amoimt of 
their loans. The lending powers of these banks are now ex- 
tended to include lornis to co-operati-ves f umidimg farm services, 
(such as mutual insurance companies); loans for purchasing, 
testing grading, di^ibuting, or fumi^ing fann supplies; and 
loans for marketing ifariBLiprod^wts, • 

Management, of! the farm credit system.^ The farm credit 
system is Under the'curntrol of the Farm Credit Administration 
created May 27, 19381 < This Administiration is the successor to- 
several other organisations and was set Up to gi-ve uniform cen- 
tralized wjntrol. ’.It has feontrol over the hand banks, the Land 
Bank €k)mimssioner loaiBS, > the mtermediate credit bkuks^ tiie 
production eredit system aBid the bante for eo-operatives, the 
Federal Fann Mortage Ckwporaticm, laid emeirgen^ crop and 
seedloans. i • i- ■ 

. *Fvr »;,ge»oA tapn, system, ses ;the .stady, ^(oa- 

of Banking, F€^ 
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EoMacHnic miportance o£ a Federal-^ponsored credit syston. 
The magnitude of the loans of the fann credit system may be 
seen fiom Table 67. The system as it now stands is heavily sub- 
adised by the Federal Govemm^t. In addition to its invest- 
ment in purely emeigency lendm^ agencies^ the government, at 
tile end of 1935, had an inv^tmmt of almost $500, 000, (XK) in 
agendes intended to be permanent in nature. Some of this in- 
vestinent will be withdrawn as borrowers, iniae^ their owner- 
ship and the agen^ takes on m<»e of the characteristics of true 
co-<q)erative credit institutions. A heavy initial investment by 
the government to fumidi a stockholders’ equity as a basis for 
borrowing was nec^saiy if a co-operstive- cfD^t agency of suf- 
fident size to be effective was to be established. But it is im- 
portant that the government interests be maintained at the low- 

Systemrif it is to beanne seH-supporiihg and 
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TABLE 57 

Nxjmbbb and Amount op Faem Credit Adminisibation Loans 
O utrsTANDiNO March 31, 1941 ♦ 


In&titution Amount 

Farm mortgage loans: 

Federal land bank loans $1366,697,000 

Land Bank Commissioner 659,016,000 


Total $2,525,714/X)0 

Short-term credit: 

Production credit associations $ 194358,000 

Emergency crop loans 126322,000 

* Draught relief loans 51383,000 

Regional agricultural credit corporations 7,009,000 

Federal intermediate credit banks to 
private financing institutions 41,040,000 


Total 420312,000 

liOans to co-operatives: 

Federal intermediate credit banks $ 351,000 

Banks for co-operatives 73,132300 

Agricultural Marketing Act revolving fund 15,739,000 


Total 89322300 


Grand Total $3,035,448,000 


♦Farm Credit Adxniniatiution, Monthly Report on Loane and Discounts, Mardi, 1941. 


to be anything more than a channel for mere governmental aid. 
The expansion of the various classes of agricultural loans after 
1933 may be seen in CJhart 17- ' 

The advantages to the farmer of co-operative credit include: 
(1) access to the best money markets through the increased scsde 
of borrowing; and (2) lower rates due‘ to the diversification of 
risk aiid prot^tion arising from the co-operative liability feature. 
Government control helps to insure necessary management of 
proper quality.. 

The development of the farm credit may have profound 

effects upon the problems of the rural b^ik^. It is not neces- 
s^pi^^tkat it mqnopolme ihe extension of j[anui credit, but merely 
that it supplement existing sources of credit in order to be of real 
service to the farmer. Bankers, however, feel that it presents a 
form of competition which is difficult to meet. The fact that 
the government furnishes a substantial part of the owners’ capi- 
tal and yet does not require any return is one source of unfair 
advantage. Anoth^ cause for complaint is found in the fact 
that obIiga<lons of the farm credit agencies offered in the market 
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for investment are exempt from Federal, state, and local taxation. 
In the face of this competition, private lenders must in many 
instances be content with a smaller rate of return than hereto- 
fore. The country banker must choose between purchasing the 
obligations of the credit agencies (such as land bank bonds and 
intermediate credit debentures) and aggressively meeting the 
competition locally on its own grounds. There is evidence that 
he can meet this competition successfully in some cases at least. 
Production credit loans, for example, cost the farmer more than 
the rate of interest charged on the loan. An inspection fee must 
be paid by the applicant for a loan. This amounts to at least 
$3 and is a little less than 1 per cent of the face of loans under 
$1,000. Added to this is the application fee of $.50, an abstract 
fee of about $.50, and a mortg£^e filing fee of $.60. Further, the 
borrower must tie up 5 per cent of his.loan in stock in the associa- 
tion. If a borrower requires $500, the incidental costs, including 
the interest on $25 invested in the stock of the association at 
4% per cent, would be about $7.70. The rate of interest charged 
( 1941) is 4^ per cent. The total cost of borrowing $500 for one 
year would be about $32.85, bringing the cost of the loan up to 
6 per cent per year. In addition, the borrower sometimes must 
wait about two weeks from the time he makes application before 
tile funds are forthcoming. Under these circumstances local 
banks should not have any great trouble m obtaining tiie cream 
of the tiiort-term farm loan business if they wish it. 




Chaptee XXX 


PRICE MOVEMENTS AND THEIR 
CONSEQUENCES 

The Measurement of Price Changes 

T he central theme in the study of monetary problems is the 
behavior of prices. Some method of measuring average price 
movements is needed both for analyzing causes and as guides in 
the attempt to modify and control the movement of prices. 
The basic monetary problem, as it relates to economic welfare, 
arises from the difference in the pace and magnitude of changes 
which occur among prices of different types. The cost of living 
of wage earners, wholesale prices, agricultural prices, and durable 
goods prices, to mention a few, show considerable divergence in 
their movements. Index numbers which measure particular 
grouj® of prices are, therefore, of vital importance if factual data 
are to be used to enlighten the study of mcaietaxy problems. 

The index number as a device for measuring price move- 
ments. The index number is a device which permits measuring 
the avCTage behavior of a number of individual prices. Its prac- 
tical usefuln^ derives from the fact that prices have some tend- 
ency to cluster toother so that a movement in the j^ice index 
may be taken as indicative of a similar movement in the bulk 
of the particular prices which are included in the index. If a 
price index be made too broad and all-inclusive, so that it aver- 
se too wide a varie^ of prices, its movements will show but 
little of practical use in respect to relative movemmits of differ- 
mit types. It is this relative movement of prices which is im- 
pOTtant. A broad index, such as Snyder’s general price index, 
conceals important relative movements of the several groups of 
prio^ and for this reason has less practical value than the more 
^jecialized types of index. 

cliok^ of pices to be measured. The use to be mn/f a of 
an index tiumber must lar^y govran the particular group of 
comnmdi&s whose prices are to- be measured. For exan^le, if 

4se 
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the need is for a measure of changes in the cost of living of work' 
ingmen, the index must be based upon such things as the retail 
cost of food, clothing, shelter, and fuel of the t 3 ^e used by such 
individuals. Not only will such an index contain a somewhat 
different list of commodities from that of an index designed to 
measure living costs of business and professional groups, but it 
will also differ for workingmen in different geographical areas. 
On the other hand, if the price index is designed to measure price 
changes most important to the profit prospects of businessmen, 
it must be based largely on the prices of commodities at whole- 
sale. Such an index is fairly sensitive to cyclical change and is, 
therefore, of more use than cost-of-living index numbers for dis- 
covering cyclical developments. Of even greater use for dis- 
cerning cyclical price changes is the special group of commodities 
whose prices are sensitive to cyclical changes in business. Such 
commodities include farm products, rubber, silk, crude petroleum, 
and the like. Index numbers of prices of such raw materials are, 
therefore, highly sensitive to cyclical change. Students of the 
problem of international trade, on the other hand, are concerned 
with the behavior, of price indexes of imported and exported 
goods. 

Numerous specialized index numbers are used to measure the 
changing price trends for narrow groups of commodities. Such 
g)ecialized indexes are of interest both to businessmen whose 
economic welfare is bound up with the behavior of such prices 
and to students of general business fluctuations. The latter are 
especially interested in the relative movements of different 
groups of prices as they bear upon the basic economic situation. 
The multiplicity of such specialized index numbers of prices may 
be seen by examining the list which is currently carried by the 
Federal Reserve Bulletin. Index numbers of wholesale prices 
published in the Bulletin are compiled by the Bureau of Labor 
Statistics, and are constructed for separate groups of commodities 
and combined into a general wholesale price index based upon 
784 separate commodities.* 

^Groups and sub-groups of commodities entering into tiie Bui^u of Labor 
Statistics wholesale price index and for which separate index numbers are pub- 
lished: 

Farm prodpcts ^ Foods 

Grains " I^tiiy products 

' liye stock and pouHay ^ Cereal products 

Other farm products , " Fruit and vegetables 

i ' Meats 

- Other foods 
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Measuring the purchasing power of money. Both theoretical 
and practical difficulties are presented by any attempt to make 
an index number which properly measures the purchasing power 
of money in a broad sense.® Theoretically, there is the question 
of what, precisely, should be the prices covered by such an index. 
It is sometimes argued that the most significant index of the 
purchasing power of money is one which would include only 
prices of things which enter into find, consumption, weighted in 
proportion to the amount of money income spent for each by the 
consuming public.* Thus, prices of capital goods, securities, real 
estate, goods at wholesale, and the like, would be excluded, for 
they do not constitute a part of the consumers’ goods purchased 
by the public. The justification for such a view rests on the be- 
lief that greater significance attaches to changes in the ,bu3dng 
power of the consumer’s dollar than to changes in the bu3dng 
power of money held by businessmen. On the other hand, a case 
may be made for the <aeation of a comprehensive index em- 
bodying the prices of everything bought or sold by the use of 
money. Such an index number measures the purchasing power 

Hides and leather products 
Shoes 
Hides anid 
Leather 

Other leather products 

Textile products 
Clothing 
Cottcm goods 

Woolen and worsted goods 
Other tepdile prdducts 

Fuel and lighting materials 
Anthracite 
Bitummous eoal 
Coke 

Electricity 
Gas 

Petroleum products 

Jdetals and metal jHodiKsts M^llan^o^ products 

, Agricultural implements . Auto tii^ and tubes, 

and steel ’Cattle fedd 

Motor vehicles Paper and pulp 

N<mfOTous metals Kubber, crude , . , - 

Plumbing and heatipg , , " Other mKcellaneous prc^ucts* 

*T3» incte ^ ^ recyjfocal of tl» purchasing oWr those 

o^mmiodifeiesmdydejdm^iiklex.^ : 

» Gf, Keynes, J. Treatise ofi 'Money, New Yoric, Haroourt, Brace Co., 

1930, VoL I, pp. 54, 57-5& 


Building materials 
Brick and tile 
Cement 
Lumber 

Paint and paint materials 
Plumbing and heating 
Structural steel 
Other bmldkg materiala 

Chemicals dru^ 
Chemic^ 

Drugs and pharmaceuticals 
Fertilizer materials 
Mixed fertilizers 

Housefumishing goods 
Furnishings 
‘Furniture 
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of money for all uses. This is in diarp contrast to an index de- 
signed to measure only the price level of consumers’ goods alone. 
If one is seeMng a measure of the average purchasing power of 
money in the hands of all types of users, when spent over the 
whole range of purchases and settlements made with money, this 
comprehensive type, of index is desirable. On the other hand, 
it is difl&cult to visualize any practical use for such an index 
number except to verify, through statistical measurement, the 
theoretical proposition embodied in the “equation of exchange” 
{MV = PT), that the amount of money spent equals the value 
of all the transactions settled by the exchange of money.* The 
practical problems which attach to the construction of such an 
index are: (1) the discovery and assembly of a sufficiently wide 
range of price data to cover the desired range of prices, and (2) 
the determination of the proper weight to be applied to each of 
the items. The statistical work involved in the construction of 
such an index number is, of course, considerable. 

The construction, of index numbers of prices. The technical 
method of construction of index numbers involves complex sta- 
tistical processes the details of which need not detain us here. 
It is appropriate, however, to mention briefly some of the out- 
standing problems which arise in making index numbers, for an 
awareness of these problems will be of help in using and inter- 
preting index numbers as well as in understanding their limita- 
tions: 

1. The selection of the general group or class of prices to be 
measured. 

2. The choice of the particular commodities whose price move- 
ments may be taken as representative of the price movements 
of the general group or class. 

3. The collection of data on prices of the <ffiosen commodities. 

4. The choice of a base period with the prices of which the 
prices of any given year or years aie to be compared. 

. tSueh !(piindex erf <!iileula|i64%S’-G*i'l'Spyder. Fora destajptioa 
ot tlijs index, Jjis p^oeral JWae Level,”. JEwiew of Economic 

Statistics, February, .Tnt wBkt be includes in bis revised index and 
file ■weight aS^ned'td^eadt aS foillbWs: ■ . - 

Industrial coitnmodfty ' prices at ' ‘ Realty values 10 

: whoteble T® Security prices 10 

F«M^|)4oe»at.^6fwi'l;>.M..i.!--. 10, Equkment'andmaohineiy prices.. 10 

l|^'takioo4 nric^, 10 Hardware prices 3 

f . . . ;■ ■ ’ S' ' iutoinobiie prices 2 

Otbar costs of livii^ itans 10 Compoate wages 16 

5 - ' ' • 
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5. The calculation of a properly weighted average of prices, or 
index number, showing a comparison with the base. 

The selection of the general group of prices for measurement 
by the index number will depend on the purpose for which the 
index is wanted. Since it would obviously be difl&cult to include 
all possible commodities, sample commodities must be chosen to 
represent the general group. Expediency demands that the size 
of the sample be kept as small as is consistent with reasonable 
accuracy. So far as possible, basic commodities are used, because 
their price fluctuations are representative of the price move- 
ments of closely related commodities. To get proper quotations 
on prices of commodities sold in different markets requires the 
choice of a sample from each of the several quotations. For 
example, the Bureau of Labor Statistics obtains its price quota- 
tions on a particular commodity from a number of sources con- 
sidered representative of the whole market, and these sample 
prices are averaged. The large numbers of unstandardized com- 
modities which result, from brands and product differentiation 
present complications. This fact is illustrated by the problem 
of choosing representative prices of motor cars.* 

The collection of adequate price data is relatively easy in tl 2 
ease of staple commodities traded in on organized exchanges. It 
B difficult where trading is mainly in the form of private tra,ns- 
actions in which higgling plays a part. Similarly, retail price 
data (HI any comprehensive basis present difficulties. 

Hie choice of the base period. The ordinary index number 
is a percentage comparison of the average prices of a given year 
with the average prices of the base period or base year. A near 
base is more desirable than a remote base for several reasons. 
First, it is easier to visualize price variations as percentages of a 
near base. For example, if one wishes to follow the movements 
of prices during the years 1938, 1939, and 1940, an index which 
compares tho^ prices with the prices of 1936 would be more 
easily comprehended than one which compares those prices with 
prices of the year 1926 or 1913. The advantage of such an index 
over one bas^ ilpon 1890 is even more marked. Second, remote 
base years make more difficult the task of including in the index 
important new commodities which may not have existed in the 
base year and the proper wei^ting of old ones. In contrast, a 
near base makes possible the construction of an index giving a 
more valid picture of recent pri<B changes. Yet Mother rea^pn 

® For a brief description of thk problem, see an article by Ethelbeit Stewart in 
t±Ee MaaMy Lcibor Review, December, 19^, pp. 46-52. 
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for preferring a near instead of a remote base is the tendency for 
errors and biases, which exist in even the most carefully con- 
structed index numbers, to be exaggerated as the base becomes 
more remote. 

The method of construction of index numbers. An index 
number is useful only if it presents a reasonably true picture 
of the behavior of the group of prie^ which it represents. To 
furnisii'-a correct picture, it must be properly constructed. The 
theory behind the proper construction of index numbers is a 
complex one and need not concern us here. Our purpose will be 
sufficiently served if we examine briefly the most common meth- 
ods in actual use. 

The simple arithmetical average of price relatives is one com- 
mon type of price index. The manner of calculating such an 
index may be easily seen. Let us suppose that we first construct 
an index number which will show the relative changes in price, 
of a single commodity such as wheat, taking the average price 
of wheat during the year 1926 as the basis of comparison. The 
average price of wheat during 1927 may be compared with the 
average price of wheat in 1^26 by calculating the percentage of 
the 1927 price to the price id- 1926. Thus, if wheat in 1926 were 
$1.00 per bushel and if a amilar grade of wheat in 1927 were 
$.95 per bushel, the 1927 price would be 95 per cent of the 1926 
or base year price. Similar calculations for subsequent years 
would give a series of percentages lowing the relationship of 
the price of wheat for each given year to the price of wheat in 
1926. This series of percentages, beginning with the year 1926 
as 100, comprises an index number of the price of wheat. Similar 
index numbers of the pri<^ of other commodities can be con- 
structed in the same way. The simplest method of cwnbining 
these indexes of individual prices to form a general price index is 
to find the arithmetical average of the percentages for each year. 
The resulting average is then taken as the index number fear the 
group of conamodities. This is illustrated in the following table : 

TABLE 58 


Ntwbbb BiSB> VFOji Fkccb I^E^mviss i 

1926 — — 1927 7 

Percentage Percentage 

Ratio to 

Commdditv Price jm Price Price im Price 

Wheat $1.00 per bn, 100 $ 95 per bu. 95 

BuUer per lb. 100 96 per lb. 90- 

Wod 94 per ft>. 100 91 per lb. 150 

Coal 400 per ton , . _100 394 per ton ; __81 

. . 41400 '4)416 


Tt»?bt for 1926 price 100 Index for 1927 price. ... 104 
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The ample arithmetical average of price relatives provides an 
index number which is simple to calculate and is in common use. 
The whol^ale price indexes of the London Economist and the 
London Statist are examples of this t3^e of index.® But this 
type of index has certain serious defects. First, it measures im- 
perfectly the purchasing power of money, because it fails to take 
into account the differences in importance of the different com- 
modities. The, price movements of each commodity have the 
same weight in the final average as those of every other com- 
modity. But some commodities obviously are of more impor- 
tance tiian others and should therefore exert more influence in 
the index number. A makeshift remedy for this defect may be 
achieved by introducing the more important commodities more 
than once. For example, to include both wheat and flour would 
increase the weight of changes in the price of wheat, for wheat 
and flour prices tend to move together. 

A second characteristic of index numbers constructed from 
arithmetical averages of price relatives is their upward bias. 
This means that prices which move upward exert more influence 
in the index number than do those which move downward. The 
reason fcff this lies in the peculiar nature of percentages which 
may rise to unlimited heights but cannot fall more than from 100 
to aero. If, therefore, compared with the base year the price 
ei one ccfflamodify doubled, its price relative would be 200. If 
at the same time the price of another commodity were cut in half, 
its priee relatavfe would be only 50. In the final arithmetical 
of the pice relataves, the effect of doubling one price is 
much greatet than the ^eet of cutting the other in half. But 
to the ordinwy obsarver it would semn that the movement of one 
price OMieelled the other. The index numb^, however, would 
riiow that average prices had increased.’^ 

The aggregate type of index number. In constructing its 
wholesale price index, the Bureau of Labor Statistics has adopted 
a method whidr furnishes a practical solution to the problen® of 
weighting and minimising biases; The average base year price 
of each of the 784 commodities used in this index is multiplied 
by the quantity of the commodity marketed during a given rep- 
resentative period. The average jitice for the given year for 

2%a HMng oj Index Nwnbere, Mifilin Co., Boston; 

^ To avoid this bias tbe geon^etnc mean Bokys be H^sed. Tiiis is 

lated by mnltipflymg ^ price relatives t^c^ther and eactiaqrti^Uhe .nth root^ d 
The Mnhmg of Index Ntmhers^ pp* 
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which a comparison with the base year is to be made is also 
multiplied by the same quantity. This gives, for each com- 
modity, the value of the amount sold (1) at the base year price 
and (2) at the given year price. The total value of all com- 
modities at the given year price is then compared with the total 
value of all commodities at the base year price. The result is 
a percentage figure which is the index number. To put it in 
another way, the index number is the percentage relationship be- 
tween the values of a given bill of goods at the given year and 
the base year prices. This is illustrated in Table 59. 

The formula for the construction of this type of index num- 
ber is: 

^ Pi Q 

5 Po 9 

when po is the price of each commodity in the base year. 

Pi is the price of each commodity in the given year, and 
is a representative quantity of each commodity. 

Price Dispersion 

A rise or fall in the price level results from the movement of 
the mass of individual prices which make up the general average. 
But by no means does it follow that j>articular or individual 
prices move in proportion to movements of the general price 
level. On the contrary, some individual price movements ex- 
ceed while others are less than the movement of the general 
average. This is true both of price movements of a long-run or 
secular nature and of short-run or cyclical price changes. 

This tendency of individual prices to scatter, called price dis- 
persion, is at the root of many problems which pertain to money 
and prices. Especially is this true of cyclical price changes. If 
all prices moved togetiber at the same time and in the same pro- 
portion, costs of production would remain in line with selling 
prices, and disturbances to business enterprise resulting from 
general price changes would be greatly reduced. 

Dispersion of indmdual prices. The tendency of individual 
prices to scatter in tiie %ee of lon^-run general price changes may 
be easily seen in G^afctTS. The average annual rate of change 
in price of eadi of klec^ group of commodities is shown for 
tibe pmod 1896-19iS. ; itos dispersion of prices which persists 
over a long period of is mainly due to basic changes in the 
demand for the different commodities and in their costs of pro- 
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duction. It is but little affected by the monetary and other 
forces which caused an increase in average wholesale prices from 
66 to 100 (1913 = 100).^ 
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Chart 18. Lines of Trend MEAStmiNG the Averac® Annual Rates of 
Change in Individual Commoditt Prices Between 1896 and 1913. From 
Mills, F. C., The Behavior of Prices, 1927, p. 68. (Courtesy of the National 
Bureau of Economic Research, Inc.). 


Not only is there marked long-run dispersion among the prices 
of individual commodities, but also groups of prices show dif- 
ferences m behavior. Chart 19 shows both the secular and the 
cyclical dispersion among wholesale prices, retail prices, general 
prices, and wages for the years 1860-1934. Chart 20 shows the 
movements of four classes of prices during ',.ne depression and re- 
covery period 1929-1936. 

Considerable interest now exists in the differences in behavior 
of prices of various commodities during depression and recovery. 
During depre^ons, Some prices fall sharply while others show 
but little change. Those commodities whose prices move widely 
are called "sensitive,” while those whose prices move but little 
are called “insensitive.” The reason for such marked differences 
in behavior has been responsible for no little discussion, with 
which we are not directly concerned at this time. 

The Effects of Changes in the Price Level 

Economic disturbances provoked by changes in the genend 
level of prices arise mainly from the failure of income, debts, and 
individual commodity pnc^ to change proportionally. In the 

® Cf . Mills, Frederick C., The Behavior of Prices, New York, National Bureau 
of Economic Research, 1^7, pp. 65-69, for a discusdon of differ^ces in trends 
of individual prices. 
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troughs and peaks of prices become progressively lower with the 
passing of time. * ' 

Effects of price changes upon income distribution between 
debtors and creditors, ^ile one may hardly attempt to justify 
the particular distribution of wealth and income which exists at 
any one time in economic society, one may, nevertheless, very 
properly object to capricious shifts in the existing distribution 
which are induced by changes in the price level. Yet such a 
change does occur whenever the price level rises or falls to any 
appreciable extent. 

It is well recognized that rising prices, for instance, tend to 
enrich debtors at the expense of the creditors. Because debts 
call for the repayment of a given number of dollars, a rise in 
prices almost certainly will reduce the bu 3 ring power of creditors' 
fixed money receipts. On the other hand, unless pursued by 
unusually bad fortune, the debtor will find repajonent easier than 
before because of a rise in the money value of anything he has to 
sell. Falling prices have just the opposite result. The fixed in- 
comes of creditors grow in purchasing power while the luckless 
debtor finds his money income shrinking in the face of rigid and 
irreducible debts. Nor may one properly argue that the self- 
reversing tendencies of prices will eventually restore the losses 
and lead to ultimate justice. Upswings in prices, whether cyclical 
or secular, are not necessarily followed by equal and correspond- 
ing downswings. Furthermore, -new debt structures involvihg 
new individuals and adjusted to the new price levels follow any 
marked changes in prices. During a period of low prices which 
follows an earlier high price period, new debts are. seated and 
old debts are adjusted to the lower price level. To hope that 
a subsequent rise in prices would ccarect the injustices of the 
falling prices would be to discard the new injustices which ris- 
prices would heap upon the heads of a new set of innocent 
creditors. 

When price inflation takes, extreme forms, as it did in parts of 
Europe after the First World War, old debt structures may be 
almcKst completely extii^ished. Thfe occurred in Germany in 
1921-1923, when the paper mark fefl to one-trillionth of its 
gold value. Such results are especially damping to nmaU nnd 
nuddle'^Iass savers holding savings bank depo^ and bonds. 
Thrift beccusea a mockery in the' ,6f acute inH^OTi. ' , - 

On the other hand, extreme deflation, suc^Hisia' occurred aftri;- 
1929, be so severe as to wipe out a^^ether the equity of 
debtcHS in thrir property and to result in the transference of 
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ownership to the creditors. The plight of many American 
farmers during the Great Depression well illustrates this fact. 

The effects of price changes upon business incomes. In- 
comes of businesssmen are residual in nature. After their con- 
\ractual obligations in the way of wages, material costs, and debts 
<tre met, the remainder goes to the businessman as his share. 
Anything that increases or decreases the gross income of a busi- 
ness, without causing a proportional increase in its expenses or 
costs, will expand or contract, as the case may be, the size of the 
residual amount going to the owners. A rise or fall in the level 
of commodity prices tends directly to increase or decrease the 
gross income of business. At the same time, some costs — ^for in- 
stance, raw materials — ^will also change. But some important 
costs are “sticky” and respond slowly to the movement of com- 
modity prices. Sticky costs are those controlled by custom, 
legal regulation, monopoly, and long-term contracts. While by 
no means absolutely inflexible, these costs adjust slowly to the 
general commodity price situation. During rising prices, inter- 
est and principal payments on pre-existing debts are unaffected. 
The cost of public utility and transport services can increase only 
after the adjustments in rates can be wheedled out of the regula- 
tory commissions. Wages, which constitute the most impOTtant 
single cost of many industrial firms, also tend to be adjusted 
belatedly to the rising price level Altc^ether, these la^ng 
costs enable businessmen to enjojB, profits which rise faster than 
the price level. These excessive gains are sometimes referred 
to as “windfall” profits, to indicate that they are the result of 
the fortuitous circumstance of a rising price level instead of 
a reward for efficient man^ment and meritorious anticipation 
of economic trends. Not only do windfall profits result in unjust 
enrichment of the bimiaessman at the expense of other income 
getters, but also they encourage overexpansion of investment 
and booms. ' ^ . 

Not 'all businessmen, however, are in a position to profit ex- 
cessively from rising prices. This is particularly true of burins 
entOTprises whose prices or rates are subject to public control. 
While costs of sudi firms rise with rising generd prices, rates 
charged for their ^rvices can be raised only when the regulating 
authority gives consent. . 

Just as risin g pri^S'wdth lagging-costs give wmdfall gains, so 
falSng prices lagging, oosts result in windfall losses. Inter- 
est mtesai^w^^,.are difficult to bring dowij;, ag.d t|ieir stickiness 
in times of falimg^^irmnodity prices results in Undeserved losses. 



470 


PRICE MOVEMENTS 


To be sure, if invention and improved industrial technique were 
causing a fall in money costs which corresponds to the fall in 
prices, the change in prices would not be objectionable. But, as a 
practical matter, one can hardly expect any uncontrolled price 
movement to meet this exacting requirement. 

. The effect of dranging prices on wage earners. Because 
dianges in wage rat^ lag behind changes in commodity prices, 
wor ki n gmen jStnd that the real value of their wages tends to fall 
as prices rise. For this reason laborers do not share pro- 
portionately either in the results of technical improvements or 
in any expansion in production which may accompany a period 
of rising prices. On the other hand, when prices fall, lagging 
wage rates tend to increase labor’s share in the national income. 
But this gain to labor depends primarily upon a gradual and 
modarate rather than a rapid fall in prices. Sharply falling 
prices destroy labor’s advantage by causing a decline in business 
activity and employment. 

Long-run price change and business activity. The long-run 
price trend has been an object of deep concern to students of 
mroietary problems. During the late 1920’s, this concern led to 
great interest in the question of the adequacy of the world’s 
monetary gold supply to maintain the postwar level of prices.® 
.The basis of this interest ip the long-run price trend rests in the 
widely held belief that depressions are prolonged and exa^erated 
Ity a falling price trend, while diorter depresaons and longer 
periods of prosperity characterize periods of long-run rising 
pricea The tangible evidence offer^ to support this belief is 
found in Table 60, which embodies the findings of Dr. Willard L. 

TABLE ® 

Ths Ddb^ok of PEOSFiSfnjs ANi> Defbes^ Phases of Business 

OcsEs IN Fmms of Bisino a2^ Fahjno Tbbnds of Wholesale 
Phices in the United States and Encbland 

^Uniih) States ^England— ^ 

Years of Years of 

Prosperky , f . Pros^erUv 

per YearoJ , per Year^j 

Price Trends Vepression Pride frmds I^epressipn 

tkO-tSlB Prices rising 2.6 * 1796^16X5 iSiees rising 1.0 

1815-1819 Prices falling .... .8 ISIWS^ PdoeS falling t.'.,/. ,0 ' ^ 

184948^ Prices rising- 2.9 * 1§49-1878 ^©es risalig 

4865-1896 Pric^fallii^g .... .9 187|-1896 falling . , 

1896-iW Pifeesi^ ..... .'..'.I kr' ’ ' 

aii Vawmjiwaian XLIVr 
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Thorp as quoted by Professor W. C. Mitchell in his study of 
business cycles.^ 

The moral of the data appearing in Table 60 seems to be that 
downward trends in prices must be avoided if depressions are to 
be kept at a minimum. There appear to be reasonable grounds 
to support the above conclusion. It is well known that falling 
prices are unpopular with businessmen, since they impose a re- 
duced level of profits and, at times, losses. The stickiness of 
wages and interest charges contributes to the embarrassment of 
businessmen faced with falling prices. A scaling down of such 
interest charges and wage rat^ can come about only by de- 
pression and unemployment. Further, long-run upward price 
trends are generally characterized by more than normal increases 
in the monetary gold supply, while falling price trends generally 
have been accompanied by a smaller increase in the supply of 
gold. To the extent that prosperity is brought to an end by a 
shortage of bank reserves, and relief from depre^ion is facilitated 
by the accumulation of a plentiful supply of reserves, rapid in- 
creases in gold available for bank reserves might be expected to 
pernait the expansion phase of the cycle to continue longer and 
to hasten the termination of depression. Contrarily, slower rates 
of increase in gold would tend to shorten the prosperous period 
and lead to longer depression. 

Objections to the condudon that felling price trends are un- 
desirable. The conclusion tJrat long-nm falling prices increase 
the length of periods of business stagnation and are therefore 
highly undesirable is open to eritidsm on several grounds: 

1. A decline in the price level need not depress business if it is 
accompanied by an equal reduction in eosfe arising from tech- 
nical improvements. 

2.. The mere fact that prolonged periods of depression appear 
at the sa.Tnpi time as falling secular price moveinents is no proof 
that depression is caused by falling prices. It may be argued 
with equal facility that depressions cause the declining price 
trend or that both are the result of some common cause and 
neither the cause of the otfier. 

3. As pre^l^ by MStdb^, the evidence is biased in the di- 
rection of proving the coneli^on that falling prices promote de- 
pressiim and rising pric^ promote p^sperity. This bias arises 
fibrd the manner m.wM^ the turning pPihts in the secular 

if pmblei(n md Its Setting^ New York, National Bureau 

Heses^rcii^ p. 411, quoted with the permissioii of the publisher. 
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price movements are related to cyclical movements. For ex- 
ample, the downward trend of English prices began with the 
depression of 1873 and continued irregularly until 1896. The 
latter year marked both the beginning of the upward trend of 
prices and the end of a period of depression. Thus, the period 
1873-1896, constituting the period of the downward price trend, 
is biased in favor of depression because both the beginning and 
end are depression periods. The period 1896-1920 is in turn 
biased in the direction of prosperity. It begins in 1896 at the 
start of a business revival and ends in 1920 at the end of the 
long war and postwar boom. Periods of downward price trends 
include an extra period of depression, while the upward price 
periods include an extra period of prosperity. The choice of 
turning points in this manner can hardly be avoided, but such 
a choice inevitably provides a biased picture of the relation be- 
tween price trends and the prevalence of depression, 

4. Ilie terms prosperity and depression as used by Mitchell 
have no very exact meaning. They cannot be defined quantita^ 
tively but are merely relative terms.^^ It follows that the ex- 
istence of more or fewer months of “depression” as compared 
with months of “prosperity” may mean much or little, depend- 
ing on the intensity of the depression and prosperity experienced. 

5. The behavior of the per capita real income of the United 
States during periods of rising and falling trends of prices points 
to the conclusion that national economic welfare improved more 
rigidly during periods of falling prices than during the periods 
of rising prices. Tliis evidence, presented in Table 61, does not 

TABLE 61 

lircsau 98 IN Eb CUpsta Rbu. Inoomb in the United States, 1S50-1928 * 

Average 

ncormat Gamin %Gdm Annual 




Begin- 

Income 

Real 

for 

Gam for 

Period 

Price Trend 

nmg 

at End 

Income 

Period 

Period 

1850-2S6& 

Upwaid 

$ m 

$82 

$ 13 

m 

1.88 

1870-1880 

Ikjvmwaid 

79 

111 

32 

40.5 

4.05 

1880-1890 

Downward — 

Hi 

16§ 

58 

522 

522 

im-im 

Iiregular 

169 

232 

63 

373 

3.72 

1900-1910 

Upward 

232 

262 

30 

123 

1.29 

1913-1928** Upward and stable 

m 

541 

173 

47.0 

3.13 


from W. I. King’s The Wealth and Income 0 / the People of the United BtateSt 
The 3£acmillan Co^ i&lT, pw 129. 

♦* Sncif<^opae4ia of the Bodal Sdencee, YdL XI, p. 206. 

^ Budness Cydeej The Problem and Its Betting, p. 382. It is well to mention 
that tlifi (XHTunon assompticm that the period 1850-1870 was one of rising prices 
has been criticised by Rufus S. Tucker in "The Myth of 1849,” Appendix A of 
0- O. Hardy’s Is There Enough Gold, Wa^iiagton, D. Brookings Institution, 
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prove that the rate of economic advance might not have been 
even more rapid during periods when prices were falling, had 
prices risen instead. But at least it raises serious doubts as to 
the validity of the widely accepted belief that downward price 
trends in the United States have been economically objection- 
able. 

The relation of short-time price fluctuations to business ac- 
tivity. Short-time or cyclical fluctuations in business activity 
are generally accompanied by corresponding changes in the price 
level. High or rising prices tend to accompany prosperity, while 
low or falling prices characterize depressions. So closely are 
price fluctuations associated with changes in business activity 
that some regard cyclical changes in business as being essentially 
price phenomena. Such a view is understandable in the light of 
the fact that common causes lie behind both price and business 
fluctuations. 

Any extensive examination of the causes of short-time price 
changes must be postponed until a later chapter. It is enough 
for our present purpose to suggest here that changes in the profit 
prospects of business tend to slow down or to speed up the tempo 
of business activity. Changes in business tempo are introduced 
by altering the rate of q>ending money. Throi^h changes in the 
rate of spending, changes both in business activity and in the 
price level are brought about. If the supply of all commodities 
were perfectly elastic, changes in the rate of q)ending money 
and in business activity would not require changes in prie^ 
But in fact the supply of commodities is not perfectly elastic. 
Changes in the rate of spending do, therefore, lead to changes 
in prices. 

So long as tyclical fluctuations in business activity occur, it 
seems unlikely tiiat cyclical price fluctuations are to be avoided. 
It is not at all clear, JhoreovOT, that a complete avoidance of fluc- 
tuations in business activity, is either p(^sible or dearable. In the 
past, periods of rapid growth in business activity have frequently 
accompanied a rapid e^loitatitm of new inventions or newly 
found resource. Sudi developments, unquestionably, both 
quickened the whole industrial pulse of the tunes and left society 
immeasurably improved by the immense expansion of productive 
facilities. Without a flexible, expanding monetary supply and 
an upward movement of prices (either absolutely or relatively), 
these periods of rapid forward movements would have been im- 
hkely if not enthely impo^ible. Such bursts of economic ad- 
vance were probably beneficial in spite of the inevitable reac-. 
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tions and periods of readjustment which followed. The case for 
complete business and price stability is weakened by the prospect 
that such a goal might be obtained only at the price of stagnation 
and lack of progress.^® 

Although there undoubtedly are forces deeply imbedded in our 
economic structure which make for “appropriate” changes in out- 
put and prices, we must not become blinded to the fact that 
fluctuations both in business activity and in prices may become 
excessive. In such a case they cease to be a necessary adjunct 
of desirable economic change in a free money economy and be- 
come instruments of evil and destruction. Under these circum- 
stances, the part played by price movements in inducing changes 
in business activity becomes important. 

Disturbances to business stability arising from short-run price 
cfaangesi. Those price movements which facilitate fundamental 
economic changes and adjustments can be said to be desirable. 
Even when the process involves an expansion in the nature of a 
“boom,” one may temper his criticism on the grounds that the 
boom made possible the vast and rapid expansion of the new 
capital equipment needed to establish some new and vital in- 
dustry. Yet, by and large, most cyclical price movements can- 
not be justified upon such grounds, for they tend too often to 
exceed the bounds of economic necessity. Regardless of the 
ori^ating force, once under way, such price movements tend 
to abandon their passive role and to become themselves active 
causes of economic fluctuations. 

The reasoiats for the cumulative and self-generating nature of 
qyehcd price mOvementB are not difScult to understand. In the 
first place, let us assume that the monetary system possesses suf- 
ficirait elasticity to accommodate itself to further price move- 
naenta This elasticity may ocane from a variation in the velocity 
of spending money, a variation in the quantity of money, or both. 
"Without elasticity in the supjfly of money, cyclical price move- 
ments could h^dly occur. A cyclical upswii^ in commodity 
prices, with lining pnxtacrion e^ts> ' creates windfall business 
profits. Busin^smen beeomo JE^ilmistici attempt to expeoid 
productive capacity. Bank credit. & trtilia^ to aeeomplMi this 
expansion!, and the rise in prices cantmties. • But this e:^an!sion 
in new investeffint cannot ecmtinue indefinitely Either riring 
costs and inaeased output reduce the previous optirdstici es- 

^*C3f. Bobertecn, D. H, Bcmkin^ Po^ and tiie Price Level, Lobdca, P. E. 
Sing a Son. Ltd., 6-lS aad 22. 
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pectations, or a disappearance of excess reserves in the banking 
systena requires that credit expansion be brought to an end. The 
result is a reversal of the trend, a decline in the rate of new in- 
vestment, falling prices, and diminished business activity. 

When prices fall, lagging costs cause business to suffer windfall 
losses. Business expectations are made worse by the fall in 
prices, and activity declines. An additional unfavorable factor 
appears in the shape of forced credit liquidation which may be 
imposed upon business by the banks. This is especially likely to 
occur when depression leads to business and bank failures. The 
banks believe themselves- to be actmg in self-interest when they 
refuse loans to borrowers whose solvency is in question and when 
they reduce the volume of their loans in order to improve their 
liquidity. But such forced liquidation imposed by the banks 
tends to aggravate the drop in commodity prices and to make 
the situation of the businessman more acute. 

Those who would introduce monetary control as a means of 
stabilizing prices and business activity believe that two benefits 
might be achieved. First, a stable price policy would prevent 
the development of powerful upswings in busine^ activity, for it 
would prevent an expansion of money and prices so necessary for 
an upswing in business. Second, by ayoithr^ price anovementa, 
the added cumulative effects of windfall profits and Ipeses mi^t 
be minimized. 



Chapter XXXI 


THE THEORY OF THE VALUE OF MONEY 

T he value of money was defined when we examined the be- 
havior of money and prices. In brief, this value is measured 
by what a unit of money will buy in terms of a representative 
assortment of economic goods. Putting it in another way, the 
value of money is the reciprocal of the price level, and changes 
in the value of money are indicated by changes in an appropriate 
index of prices. Indeed, it is customary to approach the study 
of the theory of the value of money by examining price move- 
ments and attempting to find the reasons for their occurrence. 
We may, therefore, visualize the problem of the value of money 
as the problem of explaining the behavior of the price level. 
Enough has been said in the preceding chapter to indicate that 
the concept of the value of money is not simple. Rather it is 
dependent upon whose money one is talking about. The money 
of the businessman may suffer a more rapid loss of value during 
a period of rising prices Ilian may that of the consumer, whose 
main interests are in the cost of living instead of wholesale prices. 
The value of money mesKured by a general price index is often 
considerably different from that measured by an index of com- 
modity prices at wholesale. Although one should keep in mind 
the limitations of any smgle index of prices, it is nevertheless 
possible to use an index such as that of wholesale prices to obtain 
a rough but usable measure of the changes in the value of money. 

The basic problem relating to the value of money is to explain 
the causal forces which determine it. This necessarily involves 
not cmly an explanation of the value of money at any particular 
time, but also the causes of changes, both of a long- and short- 
time nature, which, may occur. 

The importance of tl^e theory of the value of money. Knowl- 
e<^ of the forces which detennine the value of naoney is vitally 
n^ded in any attempt to solve modem economic problems, 
Be<»UBe mone and more the problem of controlling price move- 

m 
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ments is coming to be considered a proper goal of governmental 
action, those in charge of such action need to understand the 
basic principles of monetary theory. The public is becoming 
increasingly aware of the injustices which arise from marked 
changes in the price levels. Quite properly there is a growing 
belief that it is quite as much the duty of the government to pre- 
vent the shifts in wealth and income which result from price 
changes as to prevent those which arise from theft, fraud, and 
intimidation. Moreover, the close association of price move- 
ments with business fluctuations leads to the belief that, re- 
gardless of the basic causes of business fluctuations, preventive 
and ameliorating action may be taken in the form of influencing 
price movements through monetary controls. In other words, 
monetary control — ^managed currency — ^may furnish one point of 
attack upon the problem of the business cycle. Regardless of 
whether or not this last view is fully correct, a proper theory of 
the value of money upon which one could rely with confidence 
would be of considerable practical value. 

Methods of approach. There are two basic methods of ap- 
proach to the theory of the value of money. One is the statisti- 
cal method, which seeks, so far as possible, correlations between 
changing economic situations which may influence the price level 
and changes in the price level which actually occur. Such studies 
may be used as a basis for formulating a theory of prices. The 
second method is to approach the problem by abstract reasoning. 
Both methods have their peculiar limitations, and dependence 
upon either alone is not satisfactory. Only when both are prop- 
erly combined can one have any confidence in the resulting 
theory. 

Studies of prices may proseed along two different lines. Some 
analyses deal e^ntiaUy with long-run price movements. This 
approach is useful in explaining the secular or long-run trend, but 
contributes little to ihe explanation of cyclical price changes. 
Other studies are directed primarily to the understanding of 
^ort-run price changes. The urgait need for the latter t3q)e of 
^udy tends to make theories of long-rm price change fall into 
relative insignificanee. 

The Demmd-jor Money 

There are two well-accepted views of the demand for money. 
The first is known as the “trmisaeticps approach” and the second 
as the “cash-balance approach.” "“Th^transacriorts -approach in- 
volves the theorizing of the English cla^ical school of economists 
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as represented by J. S. Mill and has been brought down to its 
modern form and popularized in the writings of E. W. Kemmerer 
and Irving Fisher. The cash-balance approach was developed 
by Oxbridge University economists headed by Alfred Marshall. 

The demand for money, transactions approach. The trans- 
actions approach to the demand for money is essentially me- 
chanical in nature. It utilizes the same concept of demand that 
is applied to the problem of value of commodities, for “demand” 
is visualized as the offering of economic goods in exchange for 
money. For example, just as the demand for any commodity is 
thou^t of as the amounts of money which buyers will offer for 
different amounts of the thing offer^ for sale, so the demand for 
money is thought of as the commodities and services which sellers 
of goods will offer in exchange for various amounts of money. 

According to this view, as used by the “quantity theorists,” 
the demand for money is unity.^ That is, the volume of goods 
and services which are being offered in the market in exchange 
for the total money supply is a constant and is not affected by 
differences in the volume of money. Therefore, the total value 
of the monetary supply in ternas of other things is constant. 
The basic reasoning behind this view is found in the fact that 
fundamentally the vdume of things which will be sold in the 
market b detennined by the vdume of industrial output and the 
di^ree of q)edjilization invdved in creating mid distributing that 
ou^ut. Now, so loEg as there is sufiSdent money to permit the 
normal functioning of a money economy, it would seem that the 
vdume of goods poduced and the specialization used are gov- 
pned psimaidly 1^ the supply natural resources, the state of 
industrial technique, and the capabilities of the population. 
Thmefote, the theo^ that tiie den^d for money is unity would 
seem to rest on solid gronnd, but, as we shall see later, the as- 
sumption of a unitary demand for money is of questionaWe 
validity in the diort run. 

To illustrate the workings of the transactions theory of the de- 
inand f(H‘immieyi kt us asaiine that in a given oomi^unity and 
a given intescvd ,tinm :%m>. sm H, 000,000 and 1,OOO/K)0 
units of goods to be sold. If all the goods are. exchanged for aH 
toe doUara, each doHm is exchanged for on,e jmit of goods; there- 
ftre, toe value of toe ddlar fe one unit of igoods and the price of 
op© of goods is 11.00. Now, si^posa ’that toe; number of 

* <1^ eetve for a thtog" whose demand is un&y a. rectaijscdair low?- 

mmm ti^t legaaitJiess^ of the siipply ci* Qie ^ 
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dollars be increased to $2,000,000, with no change in the number 
of units of goods. Two dollars will then be exchanged for each 
unit of goods, and the value of a dollar will be y% unit of goods, 
or the price of one unit of goods will be $2.00. Prom this view 
of the demand for money, the conclusion is reached that the value 
of money varies in an inverse proportion to its quantity, or that 
the general level of prices varies directly in proportion to the 
quantity of money 

Of course, during a period of time while changes in the quantity 
of money are bringing about a change in the price level, the as- 
sumption that the demand for money is unity does not corre- 
spond to the facts. If prices are rising, sellers of goods tend to 
hold goods back in order to obtain speculative profits; hence, 
during the interval, the demand for money may be less than be- 
fore the price movement began. Likewise, if prices begin to fall 
as the result of a lessening of the quantity of money, more goods 
than usual may be offered for money as businessmen attempt to 
minimize losses by reducing their inventories. This condition 
tends to cause an inorease in the value of money that is more 
than proportionate to the decline in its volume. Moreover, 
changing prices are almost oertain to be associated with changes 
in the volume of production, so that tie demand for money is 
subject to variation from this cause. Likewise, changes in the 
volume of speculative trading in securities, land, or commodities 
in general are subject to wide variations, and in themselves these 
changes influence the demand for money and tend to invalidate 
the assumption of a constant demand. It is clear, therefore, that 
any explanations of the value of money based on the assumption 
tiiat the demand for mcaney is unity may be critidzed as incapable 
of giving a satisfactcayisolutioni to the protiem of diort-run price 
fluhtuatimis. r r. • 

^ John Mill expr^sged -dew as follows: 'The supply of money, then, 

is quantity of it w^hiob people are wanting to' lay out; that is, all the money 
th^ have in their possession, ^except what they are hoarding, or at least keeping 
by them ^ a reserve for fubaiei eoniingencies. The supply of money, in shorty 
is money in <yk<ndatio9% sA the tinse* 

“tfhe dem^d for money, again, ccaisists of all the goods offered for ssde. Every 
selfer of gooids is a buye*r. of mblrey, and the goods he brings with him constitute 
hfeidemiand. . * . j r 

; 'If th^ were |ess money iEt the hands of eommrmity, and the same amount 
of goods to be sold, less money altogether would be given for them, and they 
would be sold at lower prices; lower, too, in the precise ratio in which money was 
dimmished. So that the value of money, other , things being the same, varies 
invbhfeiy as its quahtaly ; morease of quantity lowering the value, and every 
dimIhitIdB raisihg it, m ratio exsfctly ecnnvkent/’ Pmiciiples of PMiocd 
Eeononiy^ Book 3PI, Copter VIII. 
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The ca^-balance approach. The cash-balance approach uses 
a very different concept of the demand for money from that of 
the transactions approach. Those who prefer the cash-balance 
approach hold it unrealistic to think of the demand for money 
as a mass of goods being exchanged against a mass of money. 
Rather, they prefer to inquire why money is wanted. They 
hold that money is wanted primarily as a means for storing values 
in highly available or liquid form. It is a basic function of a 
properly working medium of exchange to enable a person to sell 
his products and services today and buy other things when 
wanted in the future. In its capacity as a store of value, money 
permits one to regularize his expenditures while receiving an ir- 
regular income; to spend a regular income in an irregular man- 
ner; to await the appearance on the market of the thing specially 
suited to his needs; to await the appearance of prices of both 
commodities and securities more favorable than those ruling at 
the moment; and to meet emergencies as they arise.* Everyone 
who receives an income finds it desirable and necessary to make 
some use of money as a store of value. The importance of such 
use varies with the individual and his particular requirements. 
Fot example, one who receives an income at irregular and infre- 
quent intervals must, other things being equal, feel greater need 
for money as a store of value than a person receiving a highly 
regular and frequent income. The businessman, whose success 
depmds in part on his ability to pick up a bargain when it ap- 
pears, has a greater need for cash balances than has the college 
professor. The probability of emergency expenditures tends to 
enhance the attr^tiven^ of a cash bailee. To the conserva- 
tive individuai a cash reserve seems mme essential than it does 
to the impulsive and short-sighted. Finally, the existence of 
price movements bears on this question. Rising prices reduce 
and falling pri<^ enhance the advantages of holding cash. 

The impulse to hold purchasing power in the form of cash 
balances is modified by the undeniable fact that such cash bal- 
ances are an expense to the owner. This expense consists of the 
enjoynaent or profit which nfight have been retained by ending 
this cash bailee. Further, it is influenced somewhat by the 
possibility of holding values in somewhat less liquid and more 
remunerative form in the .shape of time depoats and readily sal- 
able securities. 

* The holding of derived fixmi current income is not only TOy to 

aecomplM these things. Bnying on <^edit and other forms pf borro^g may 
be i£sed instead. 
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Under any given circumstances, there is an amount of buying 
power which the public wishes to have available in the form of 
money. This buying power must be sufficient to purchase the 
volume of goods and services which the public feels it should be 
able to command with its cash balances. One may conveniently 
think of this aggregation of goods and services as a given frac- 
tional part of the national income. A growth in national income 
will presumably cause some increase in the volume of goods and 
services which the public wishes to be able to buy with its cash 
holdings. On the othw hand, some other change, -such as an in- 
crease in industrial integration, would tend to reduce the need 
for holding bujdng power in cash. 

The application of the cadi-balance theory of the demand for 
money. How, one may ask, is such a concept of the demand 
for money to be applied in explaining its value? Clearly the de- 
sire of the public to hold in cash sufficient busdng power to pur- 
chase a given volume of goods and services cannot directly affect 
the volume of available cash. Further, the existing supply of 
cash is always being Miid by someone or other all of the time. 
Since this is true, the problem confronting the public that wishes 
to hold a given amount of buying power in the form of cash is 
how to compel the existing supply of money to buy the required 
volume of .goods and services. To accomplish this, the general 
public has only one available method. To illustrate, let us sup- 
pose that the value of money is already such that the existing 
supply has a total purchasing power equal to Ko of the nation's 
annu^ real income. ^Jow, if the public wishes its cash balances 
to buy Ys of the annual income instead of Ho, the increase in 
purchasing power must be brought about by the action of in- 
dividuals. The only way in which an individual can increase the 
buying power of his own cash holdings is to try to expand the 
volume of these holdings. Assuming that he will not do this 
by borrowing, he must spend less money in relation to his income 
than usual during a given praiod of time. But if everyone else 
does the same thing, the net result must be that, ance the total 
money supply held by the public remains unchanged, the total 
volume of money spent is reduced and the price level will falL^ 
The fall in prices which rekilts from the reduced spending must 
ccaitiaue untS the existing cash balances will buy % instead of 
Ho of the national iMJome. 

^3^0 put It ia snotlier it m%ht be said that everycme is mm willing to 
offer to get mcmey. Cf. Figou, A. Essay8 in AppUed EconomkSf 

London, P. S. King & Son, Ltd., 1930, p, 178. 
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On the other hand, a decline in the desire of the public to hold 
buying power in cash form causes an increase in the velocity 
of spending. Outlays of cash exceed current incomes and force 
prices up to the point where the buying power of the stock of 
money falls to the required level. Under these circumstances, 
the holders of money resemble the boy who is trying to run away 
from his shadow: run as he may, it always remains with him. 
Similarly, spend as they may, the holders of cash cannot actually 
rid themselves of it. But, like the boy, they may end in an en- 
tirely different place from where they started. 

The cash-balance approach, therefore, holds that the value of 
the existing money supply is determined by the desire of the pub- 
lic to store up, in the form of money balances, purchasing power 
over goods, services, and property of various kinds, including se- 
curities. The value of the total money supply must be equal 
to this required purchasing power. Thus, if the public requires 
the current money supply (which we shall ass um e to be 1,000,- 
000 units) to purchase 500,000 units of goods, each unit of money 
must be worth % a unit of goods. If i the number of units of 
money is doubled, the value*of each must decline to % of a unit 
of goods.® 

Factors affecting the demand for consumer cash balances. 
Th^ remains for consideration the somewhat perplexing ques- 
tion of the causes lying behind the demand for cash balances. 
In searching for the answer, it is wdl to remember that the de- 
mand for cash bailees is essentially an individual matter and 
must be explained in the light of individual preferences for cash 
instead of othar things. d 

Let TK first examine the problem from the standpoint of con- 
sumars. A oonsumar can expand his volume of cash holdings 
only at the expense of some reduction in his consumption. Each 
consumer must sbdke some point of balance at which , the mar- 
gioal advantage of liquid assets in the form of cash is just equal 
to the marginal advantage of added consumption. An increase 
in the prices of tilings which he buys tends to increase his need 
for cash balances in about the same proportion. - likewise, if in^- 
creased productivity leads to an inerea^ in mcaiey inocane with 
no ineaease in commodity prices, hie .6ash requiremdats are 
likely to in^ea;^ proportitmaitely.: _ To some extent,) lof oohrse, 
the consumer k exposed to the speculative) ©jqifaEtahitiesiafforded 

f Aifred^: iCitedii <^tnd 

eourt, Brace & Co., im, pp. 81 - 86 . . ... . . .i l J ^ ^ I 
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by changes in the value of money, so that, 'temporarily, rising 
prices diminish and falling prices increase his desire for cash. 
But, in general, that person of modest income known as the aver- 
age consumer finds little room to vary the size of his cash bal- 
ances beyond the limits set by the size of his money income. 

Factors affecting the demand for cash balances by buaness- 
men. The demand for cash balances held by investors and busi- 
nessmen cannot be explained upon the same simple grounds 
which suffice to explain consumers’ cash requirements. Busi- 
nessmen do not strike a balance between the advantage of holding 
liquid cash assets and the desire to consume. Rather, they must 
balance the advantages of holding cash against the net advantage 
of investing in securities or in productive capital goods. This 
calculation necessarily takes the form of weighing “anticipations” 
as to the need for cadi against the “anticipations” of gains from 
investment. To use the analysis of Mr. Hicks,* the anticipation 
of gain from investment depends on the difference between the 
expense involved in making an investment and the expected 
profit or interest (including the expected gain or loss from 
changes in capital value of die investment). The demand for 
money by the business and investing classes is, therefore, subject 
to wide changes in response to changes in profit expectations. 
The appearance of good business and profit prospects reduces 
sharply the demand for money, while an anticipation of declin- 
ing profits or losses causes a sharp increase in the preference for 
cash. 

(Jnfike the consumer, businessmen and investors need not 
adapt their demand for money to changes in the price level. A 
rise in consumers’ money income and expenditure causes a more 
or less proportional rise in the need for caA balances in order that 
expenditure may be carried on in a sensible and customary man- 
ner. If consumers' money income dirinks and prices decline, 
their need for cash balances wiU decline. Thus, the demand for 
money by consumers tends to change directly with the price 
level, and the demand for purchasing power over real income 
(commodities and services) tends to be relatively constant. 
This gives support to the view that the demand for money is a 
constant; therefore, its value varies inversely with its quantity. 
But the cash balances of the business and investing groups need 

® Hicks, J. E., “A Suggestion for Simplifying the Theory of Money,” Economica, 
Februaay, 1935, Hicks' discussion is based upon the same approach as that used 
by Keyiites in his discission of the ^'Speculative-motive” in his General Theory 
of Mm^oyTnent, New Ycok, Harcourt, Brace <fe Co,, 1936, Chapter XV. 
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not rise and fall with the rise and fall of prices. The need for 
cash balances does not necessarily increase as the prices of se- 
curities and capital goods increase. Because of the speculative 
element which influences business behavior so heavily, rising 
prices encourage the paring down of the size of cash balances. 
This decline in the “demand” for money leads to price increases 
which are greater than the increase in the quantity of money. 
During periods of declining profit prospects, the demand for 
money increases and current income is allowed to accumulate in 
idle balances. Security and capital goods prices fall as invest- 
ment declines. But this does not reduce the demand for money 
until investors are convinced that the bottom of prices has been 
reached and new investment is desirable. Because the business 
and investing groups trade largely with each other, and because 
their demand for cash balances is highly sensitive to changes in 
profit expectations but highly insensitive to changes in the price 
level of those things in which they deal, price fluctuations aris- 
ing from changes in the demand for money by businessmen and 
investors tend to be acute.’’ 


^ Ibid., pp. 16 - 18 . 
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THE THEORY OF THE VALUE OF 
MONEY (CONTINUED) 


The Quantity Theory 

The equation of exchange. To give expression to the classical 
view that the demand for money consists of the goods and serv- 
ices offered in exchange for it, there has been formulated an 
“equation of exchange” which is commonly referred to as the 
“transactions equation.” By assuming that all money in circula- 
tion is of one type, the equation may be stated in the following 
simple form: 


MV = PT, 



This equation describes the events which occur over a period 
of time. M is the volume of money in circulation (that is, not 
in bank reserves, but where it may be spent directly upon goods 
and services) . V is the velocity of money or the average number 
of times that the money is spent during a given period. MV is 
therefore the equivalent of the total amount of effective money 
that can be demanded during the given interval of time. T 
represents the total volinne of financial settlements made dur- 
ing the period from the sale of goods, services, securities, and 
other intangibles.^ P is the price level or index of prices of every- 
thing represented by T, weighted according to relative unit value. 

^ It is incorrect- to think of T as the equivalent of the current output of goods 
and services. Some goods are bought and sold many times before they emerge 
from the productive process in finished form. T is therefore influenced quite 
as mjich by the ttimover of ^ods as by their absolute volume. Further, old 
capital goods, land, and securities sold in the market are a part of T. To be ex- 
act, credit sales for which i>ayment is postponed to a later period are not a part 
of T. On' the other hand, past credit sales involving payments within tjae given 
pmod must be included* 
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Visualizing MV as the total supply of money available during 
the period and T as the sum total of goods, services, and so forth, 
which are offered in exchange for MV, we have the basic concept 
behind the transactions equation of exchange as used by the 
quantity theorists. The demand for money is thought of as being 
unity; that is, regardless of the size of MV, the same volume of T 
will be offered in exchange. 

The equation of exchange, MV = PT, is, of course, a simple 
truism which states that the amount of money spent during a 
given period {MV) is equal to the money value of all the iliings 
bought (PT). It does not, of course, explain why the price level 
is what it is. The equation is merely a convenient means of 
bringing to attention some fundamental factors that bear upon 
the detemaination of the level of prices. There still remains 
the problem of discovering the causal relations between these 
factors. 

The quantity theory of money. Beginning with the equation 
of exchange, the quantity theorists make certain assumptions 
with respect to the factors contained therein. 

1. It is assumed that T is an independent factor whose magni- 
tude is unaffected by changes in the quantity of money. The 
basic correctness of this assumption is supported by the argu- 
ment that “an inflation of the currency cannot increase the prod- 
uct of farms and factories, nor the ^eed of freight trains or ships. 
The. stream of business depends on natural resources and tech- 
nical conditions, not on the quantity of money. The whole ma- 
chinery of production, transportation, and sale is a matter of 
physical capacities and tedmique,” and does not depend on the 
quantity of money.* 

This assumption isquafified, however, by a recognition of the 
&ct that during tranational p^ods, when the increasing or de- 
creaang quantity of mmieijt K binging about riring or falling 
prices, some change in T aetu^y occur. Rising prices encour- 
age the expansion of industrid output and trjwioi w^ile falling, 
prices have the opposite effect.® . i , 

2. It is assumed that the velocity of spending money (V) is 

also independent of changes in the quantity of money; The rate 
of turnover or velocity of money is tff^ result bfihdividtial de- 
risions and is the ratio of total money to the amount spent, dur- 
^ ' . ■ ' ■ 

The Pvrekasin^ Power of .lilacmiHaa 

0<J, Iflffi, pi 1®; qnoted with the' penni^on of ttie pUblfei^/ * . ' . ' ’ 

* /bid, M>. 61-63. ' 
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ing the interval. In the course of receiving and spending its 
income, the public requires some cash holdings as a store of 
value. Persons with regular, frequent incomes that synchronize 
with expenditures are able to get along with small cash balances, 
while those with irregular and infrequent incomes require larger 
amounts of cash. Conservative persons prefer larger cash re- 
serves than do spendthrifts. People who buy for cash must 
normally carry more cash reserves ffian those who buy on credit. 
The ca^ one needs is determined largely by convenience. Too 
small a cash reserve is dangerous and inconvenient while too 
much is a needles extravagance. An expansion in the quantity 
of money must result in an increase in spending, for otherwise 
there would be an unnecessary waste of purchasing power. 
Prices may therefore be expected to rise. But as prices rise, the 
volume of cadi needed for personal and business convenience may 
be expected to rise in proportion.* 

It is admitted, however, that the assumption that velocity is 
stable does not apply to transitional periods during which the 
effects of changing quantities of money are being worked out, 
for rising prices tend to cause an increase in the velocity of 
money while falling prices tend to reduce it. Therefore, a change 
in the volume of money will not result immediately in an exactly 
proportional change in the price level. But after the transition 
from one price level to the new one has been accomplidied, Y 
and T may be expected to return to their normal level, ^ that, 
in the last analysis, it is correct to say that a change in the quan- 
tity of money causes a proportional change in the level of 
prices.® Irving Fidier, a prominent quantity theorist, sees con- 
tinuous disturbances from changes in the quantity of money, 
with a continuous tendency toward normal adjustment. “Since 
periods of tranation are the rule and those of equUibrium the 
exception, the mfechaniam of exchange is almost always in a 
dynamic rather than a static condition.” * 

3, The quarititj^ i|i^ory holds that the price level is passive and 
?annot itseK be the source of a change in the equation of ex- 
ebange. Prides,' therefore, are the result of the other factors in 
the equation. ’ Thus, in incre^ in T due to long-run economic 
devdOpWehls' t^dk to ‘depress the price level unless offset by a 


. of k the ^ame ^proa^ tised in the "cash-balance” fhecny of the 

cas^4ialaiice approaA is basically aa explanation of the 

p, fir With pennisaop of the Macmill^ ConapipLDy^ , 
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corresponding increase in M or V. Likewise, an increase in V 
tends to lead to higher prices, other things remaining the san^. 
But there is no room in the quantity theory for the_ concept, held 
by its critics, that prices may rise for reasons completely outside 
the equation of exchange and thereby induce changes in the other 
factors needed to maintain an equilibrium. 

Introduction of bank credit into the quantity theory. So far, 
in considering the equation of exchange, we have lumped the 
monetary side into a single factor MY, If we assume that all 
money is standard money and none is bank deposits, the use of 
MV as the monetary factor is satisfactory enough. Or, if ilf be 
taken to represent the total money in circulation whether stand- 
ard currency or demand deposits, MV is sufficient. Older quan- 
tity theorists generally attempt to diow that there is a direct and 
proportional relation between the quantity of standard money 
of a country and the price level. This, therefore, makes it neces- 
sary that special attention be given to the volume of demand de- 
posits as related to the volume of standard money. To do this, 
the MV factor is modified by the addition of MV to represent 
the spending of demand deposits. The expand^ equation then 
reads MV -f M'V' = PT. In this form, M represents standard 
money (induding central bank notes) in circulation, and V its 
velocity or rate of turnover, while M' represents the volume of 
demand deposits and V their velocity."' 

Assumptions involved in using the expanded form of the 
equation. Use of this equation to demonstrate the relation of 
the quantity of standard money to the price level requires the 
making of some additional assumptious. New standard money 
that comes into the monetary system first flows into the banks, 
which add it to their cash reserves. The banks, eager to make 
profits and accustomed to canying cash reserves that are but 
a fraction of their deposit liabilities, use this new cash reserve 
to expand their loans and deposits. To match the increase 
in demand deposits, the volume of hand-to-hand currency must 
be expanded. The expansion of bank loans and deposits must 
continue until the supply of new standard money is absorbed 
by (1) reserve requirements fw new demand deposits and (2) 


^ Greneraily, is thought of as checking accounts in banks, although it would 
perhaps make no difference if total deposits were usbd. In tto equation, where 
the spending of mcney for goo<fe is thought of as the force irfeenoing priori it 
seems unnecessary to include time deposits, which seldom if ever are sp^t with- 
out beic^ &st .converted into currency or checking wicpunts. If 'time depodts 
are incMeKi^to’a If' is reduced. ' ^ ^ ^ 
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added requirements for money in circulation. It may be as- 
sumed, therefore, that any increase in standard money must re- 
sult in a proportional increase in M and M'. A proportional 
shrinkage in M and M' must follow any decrease in the quantity 
of standard money. Hence, one may conclude that (1) M and 
M' bear a fixed relation to each other as determined by hand-to- 
hand currency requirements, and (2) that M and M' bear a fixed 
relation to the quantity of standard money. Thus, with other 
things remaining the same (that is, V, V, and T), changes in the 
volume of standard money must cause proportional changes in the 
level of prices.® But this whole conclusion is based upon the as- 
sumption that the banking system maintains a uniform ratio of 
deposits to cash reserves. This would require the banks to be 
“loaned up'’ to the maximum at all times. Such, however, is 
not the case, for during depressions loans and deposits shrink 
irrespective of the amount of cash reserves held by the banks. 
During good times, on the other hand, borrowers go to the banks 
for accommodation, loans and deposits expand, and the ratio of 
cash reserves to Af' faUs. It is necessary, therefore, to qualify 
the assertion that M and M' bear a fixed relation to the quantity 
of standard money by adding that a rigid relation does not exist 
during “transitional” periods.® 

We must conclude that the quantity theory of money offers 
little in the way of an explanation of ^ort-run or cyclical price 
changes in terms of the volume of standard money. Not only 
are the 7s and T siAiject to variation during cyclical price move- 
ments, but ilf and M', the vital monetary factors, do not maintain 
a constant relation to the volume of standard money. 

Central banks, the volume of money, and the price level. 
The connection, between the volume of standard money and M 
and M' is still more remote when central banks are brought into 
the picture. An increased volume of standard money in a coun- 
try causes an nwaeiase in the reserve both of commercial banks 
and of ihe central fasmk. The central bank is in a position to 
extend added credit? and cause a further increase in conunercial 
teak reserves. If ihe central bank were to follow a uniform 
policy of maintaining the volume of its own credit at some fixed 

-i . , r 

^ ^ T^qijote quantity of bank deposits normally maintains a definite 

ratio to tlie quiatity of money in circulation and to the amount' of bank reserves. 
As long as this normal* relation holds, the existence of bank deposits merely 
effect on level of prices produced by the qxiantity of money in 
does not thq least distort the effect.” Ibid,, p. 55. Quoted with 
the'pirmiiabh of the l&miffan ,C^ 

5§, '58-64, 
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multiple of its standard money reserves, the application of the 
quantity theory would be unaffected by the introduction of the 
central bank. But central banks normally refuse to follow such 
a practice, engaging instead in “offsetting” operations which 
nullify the effects of changes in the volume of standard money. 
Moreover, as lenders of last resort to the commercial banks, 
central banks reflect the temper of the times, rediscounting 
freely when business expansion appears healthy and exercising 
restraint when caution seems called for. Such actions magnify 
the amplitude of fluctuations in M and M' upon a given stand- 
ard money base. The introduction of the central bank, there- 
fore, with its power to vary the volume of commercial bank 
reserves when there is a given volume of standard money, re- 
duces still further the usefulness of the quantity theory of money 
as an explanation of short-run price changes. 

The Quantity Theory Applied Directly to M and M' 

In spite of the obvious difficulties in the way of any attempt 
to explain diort-run price fluctuations in terms of changes in 
the quantity of standard money, some significant efforts have 
been made to utilize the quantity theory and the equation of 
exchange in developing a realistic approach to the problem of 
short-run price movements. No direct connection between the 
quantity of standard money and short-run prices is sought. In- 
stead, there is an attempt to find some significant short-run rela- 
tion of a predictable and causal nature between the quantity of 
effective money represented by M and W apd movements of 
prkses. 

AssomptioBs required. If it can be shown that short-run 
price fluctuations are due to changes in the volunje of M and M, 
an important advance will have been made in the direction of 
solving the problem of controlling the price level. To demon- 
strate that changes in M and M' are responable for diort-run 
<ffianges in pric® requires certain assumptions. The first, a basic 
(me found in any version of the quantity thewy, is that prices 
are passive and ^e result of the other factors in the equation of 
exchange. The second is that diort-run changes in T are ac- 
companied by equal changes in V and .V, so that the effects of 
changes in T, V, and V cancel out, leaving <mly M and M to , 
influence diort-run price chan^. 

Tbs tiiMoretical c^e for sihort-run or cydkstl equality of 
changes in F’s and T. Some writois on monetary theory have 
attempted to demonstrate the theoretical imjx^fljflity of ^ort- 
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run changes in the velocity of money without similar and pro- 
portionate changes in the volume of transactions or trade. These 
theoretical analyses have been carefully examined by Professor 
Marget.^“ He presents the view of those who believe that 
changes in the velocity of money cannot be responsible for caus- 
ing changes in prices by quoting from their writings; “The 
velocity of circulation of goods must increase just as that of 
money increases; it is simply unthinkable that the money-side 
of all transactions should suddenly increase, without the goods- 
side following it! A purchase always presupposes a sale, a pay- 
ment a receiver of payment. . . . Every increase in the circula- 
tion of money automatically calls forth an equally large increase 
in the goods-circulation.” “ 

It is not especially difficult to point out theoretical objections 
to the view that changes in velocity cannot affect prices. It is 
easy to imagine a situation in which the velocity of money anight 
change at a rate differing from that at which goods are offered 
for sale. For instance, during the recovery period following a 
depression, there is an expansion both in money expendi- 
tures and in the volume of production and trade. But if re- 
covery moves on into a period of inflation and price boom, specu- 
lative buying of commodities may occur, while productive 
facilities are fuUy utilized and the volume of production has 
ceased to grow. With rising prices, the holding of goods be- 
comes more advantageous than the holding of cash. The in- 
creased spending, therefore, may partially be accomplished by a 
more rapid spending of cash balances as well as by an expan- 
sion in the quantity of money. This larger flow of money is 
matched against a limited supply of, goods, and is the cause of 


3-0 Marget, Arthur “The Relation Between the Velocity of Circulation of 
Money and the V'elocity of Circ\2ation of Goods/ ” Jowmal oj Political Economy, 
Vol. 40, 1032. Quotation by permission of the University of Chicago Press. 

Similar views appear in the writings of some American economists. See, 
for example, Davenport, BL G., “Velocities, Turnover, and Prices,” American 
Economic Review, March, 1930, and Laumbury, R. H., 'Telocity Concepts and 
Prices,” Quarterly Jowrval of Economics, November, 1931. 

Professor Marget examined another view dealing with the question of the^ 
velocity of money. This view, advanced by Holtrop, holds that changes in T, 
arising from changes in amount of division of labor involved in production or 
from the introduction of more middlemen, will automatically cause a correspond- 
ing change in tiie velocity of money. Marget, however, points out that the 
introduction of more mid^emen m the line of production could not cause an 
increase in^Sfche velocity ^ of money to offset the extra exchanges unless it somes 
how made it feas3>Ie for holders of cash to get along with smaller cash balances 
thmx before in relation to ibdir total money outlay. He sees no reason why 
this should be^ 
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the rise in prices. It makes no difference whether .this larger 
flow of money comes from a more rapid spending of cash bal- 
ances or from an increase in the quantity of money. Similarly, 
when the peat of the boom has passed and prices begin to fall, 
the most natural reaction of businessmen is to accumulate idle 
cash balances instead of buying goods (decreasing the velocity 
of money). As a result, smaller amounts of money are offered 
for the existing fixed supply of goods available for sale, and 
prices fall still further. It is evident, therefore, that changes 
in velocity of money may and probably do have some influence 
on the movement of prices. 

Statistical measures of the short-run relation of V to T. By 
the use of statistical methods, Carl Snyder has attempted to 
throw more light on the equation of exchange, with particular 
attention to the cyclical relation between changes in velocity of 
spendii^ money and fluctuations in the volume of trade. Be- 
cause of the extreme diflSculty of obtaining reliable figures for 
the velocity of spending currency which comprises the hand-to- 
hand circulation, he has confined his measurements to the veloc- 
ity of deposit currency (F'). Estimating the normal or secular 
rate of growth of production and trade in the United States at 
^ut 4 per cent per year, he calculated the cyclical fluctuations 
in the volume of trade by correcting the actual fluctuations for 
the normal trend and seasonal dianges. He compared the 
cyclical fluctuations in trade with changes in the velocity of bank 
deposits corrected for seasonal variations. He found a strong 
though not unvarying tendency for changes in trade to coincide 



Cxaa 21. YsMurr or Bms PBBOgHsg is Tga ,T7yim& j-m. 

IK Tfm VaumB or Tsusm {TmtamsB mm I4Kb,<w Gaofmh, tlVom 

"Uie Plrofalem 

Fdbcua«7, tSiA d£ 

Md Fdlows ci Harmd . ’ 1 1 


THE THEOEY OF THE VALUE OF MONEY 


493 


■with changes in velocity of deposits, both in time and in ampli- 
tude. His statistical studies, therefore, tend to support the vie'w 
that V and T do in fact move together during the different stages 
of the cycle. 

Because V and T appear to fluctuate together during the dif- 
ferent phases of the business cycle, Snyder concludes that the 
quantity theory (that prices vary in proportion to the quantity 
of money) is substantially true in the short run and is not invali- 
dated by the failure of 7 and T to show short-run stability. To 
further check his conclusions, Snyder compared changes in the 
demand deposits of national banks with changes in the general 
price level, and found, as might be expected in the light of his 
evidence concerning 7 and T, that there was a marked similarity 
of movement.^* (See Chart 22.) 


/^/ce LeveL 

JNf>et9C£f^ 


DEPOSITS 

BILLIONS of DOLLARS 



Chart 22. Index op the General Price Level and Demand Deposits, as 
Measure® bt Beporte® Deposits in the National Banks, Source : The Ameri- 
€a» Economic Review, December, 1924, p. 709. 


The control of prices in the lig^t of Snyder’s theory. Should 
Snyder’s findings ih regard to the equality of cyclical changes in 
7 and T prove acceptable, they would provide a means for con- 

. aceQunts ctf ^ydePe woyk on this question, see the following: “A New 

Index of i^e' Volume of /JVad^’^ JpXDrml of fhe American Statistical Association, 
1^; New In^ex of B\:^ess Activity,” Tbid^ March, 1924; "A 
Bides; PfSce Lever fWm 1875,^’' Ibid,, June, 1924; ^^New 

M^a^upee tibe E<|m4ion <!i Ikchange/'^ American Economic Review, Mardi, 
SMeasure of Business Activity,” Review of, Economic 
"^be i^obiem of Monetary and Economic Stability,” 
febimry, 1^5, 
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trolling cyclical price movements by appropriate control of the 
quantity of money; for, if cyclical changes in V and T cancel 
out, there remains in the equation of exchange only M=:P. 
Therefore, if the volume of effective money were increased at 
the rate of 4 per cent annually to correspond to the secular trend 
of trade, the general price level should remain stable. By deal- 
ing directly with demand deposits (accompanied by the appro- 
priate volume of currency for circulation), Snyder eliminates 
the problem of attempting to explain short-run price changes in 
terms of changes in the quantity of standard money or gold. 
Even so, there still remains the problem of controlling effectively 
the quantity of demand deposits and circulating currency. 

Limitations on the application of Snyder’s theory. Admit- 
ting for the moment the validity of Snyder’s conclusions as to 
the cyclical equality between V and T, can one be sure that a 
monetary policy which increases the quantity of effective money 
at 4 per cent per year will insure cyclical stability of prices? 
Snyder’s study finds only a rough equality between V and T 
under circiimstances when M is free to expand or contract with 
changes in the volume of borrowing at the banks. It does not 
necessarily follow that Y and T would be equal if control were 
imposed upon the volume of effective money. For example, if 
the volume of money is not allowed to expand during the upswing 
of business, the velocity of spending money is certain to behave 
differently from the way it would if there were no restraints 
upon monetary expansion. If the profit prospects appear boun- 
tiful and borrowing at banks is rigorously held in check, business- 
men will probably operate on smaller cash balances than they 
would if loans were easily obtainable. This situation would 
tend to cause a speeding up of the velocity of money. There- 
fore, if M were not allowed to expand, changes in Y would no 
longCT be equal to changes in T. On the other hand, if it were 
publicly known that a stable money policy could be expected, 
profit prospwts during a business upswing would be more modest 
than in the absence of monetary restraint. For this reason the 
velocity of money might rise less than normal during periods of 
business expansion. The introduction of monetary control, 
therefore, must cause such unpredictable changes in the velocity 
of money as to render useless conclusions as to the relation be- 
tween Y and T based on their behavior when monetary control 
is absent. In seeking price stability, it would be foolish to place 
any bfind reliance u5pon Snyder’s suggestion that the quantity of 
money be increased at the rate of 4 per cent annually to ciuifotuh 
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to the secular increase in trade. Such a rule is even more ques- 
tionable in view of the probability that the actual annual rate 
of secular expansion in trade does not conform to the average 4 
per cent trend. 

Ciiticisms of Snyder’s findings. Snyder’s conclusions in re- 
spect to the equality of cyclical changes in V and T have been 
challenged upon two grounds.” First, Pigou argued that a 
priori there are good reasons for expecting V and T to change at 
unequal rates, especially in the later stages of prosperity when 
the expansion of production becomes difficult but V continues to 
feel the stimulating effect of rising prices. Second, he measured 
the cyclical behavior of prices and the volume of bank credit in 
England to discover indirectly whether or not V and T cancelled 
out. He compared cyclical changes in the index of wholesale 
prices with an index of bank credit adjusted for a 3 per cent 
annual secular increase in trade. He found that, during a typi- 
cal cycle, the price level moved through a range of about 10 per 
cent while the volume of bank credit moved through a range of 
only about 5 per cent. His index of employment, on the other 
hand, which corresponds roughly to T, fluctuated by about the 
same amount as did the volume of bank credit. He concluded, 
therefore, that in the United Kingdom V must experience wider 
cyclical changes than T, that M and T fluctuate together and 
largely cancel out, and that Y is an independent factor having an 
important influence on the price level.” 

Pigou’s criticisms of Snyder’s flndings have one serious weak- 
ness. His primary reliance was on the fact that P and M did not 
show cyclical changes of the same magnitude, with no attempt 
to make a direct comparison between 7 and T. It will be re- 
called that Snyder supplemented his Conclusions in respect to 
the equality of changes in Y and T by evidence tending to show 
that in the United States fluctuations in prices showed a close 
correspondence with changes in the volume of bank deposits. 
For this purpose he quite properly used his index of general 
prices rather than an index of wholesale prices. Clearly, an 
index of general prices is more significant than an index of whole- 
sale prices for the purpose of measuring the effect of changes in 
the quantity of money used for all transactions. Had there been 
available an index bf general English prices, it is possible that 


Pigou, A. Indmtrial Fluctuatiom, London, Macmillan & Co,, Ltd., 1929, pp. 

conclui^on, see Keynes, J, M., Monetary Rejorm, 1924, pp. 
Like Ms calculation was based upon wholesale prices. 
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Pigou’s conclusions would have disagreed less with those of 
Snyder. Sonae support for the belief that in England the changes 
in velocity of money are similar to changes in the volume of 
trade is found in the study by Edie and Weaver.^® 

The relation of velocity of circulation of money to changes in 
the volume of transactions during acute depression and re- 
covery. The behavior of the velocity of circulation of money 
and the volume of transactions or trade during the period 1930- 
1934 (see Table 62) suggest that Snyder’s conclusions in respect 
to equality of V and T do not hold true during periods of acute 
depression. During this period, the ratio of V' to T fluctuated 
from a low of .9 to a high of 1.41, or a difference of 57 per cent. 
This indicates that changes in velocity of money contributed 
sonMthing to the price movements of the period. 

TABLE 62 

Ratios op the Veiocitt op CmcuLATioN op Bank Deposits to the Total 
Volume op Trade in the United States * 

1930 1931 1932 1933 1934 



7' 

T 

wr 

7' 

T 

V'/T 

7' 

T 

7VT 

7' 

T 

FVr 

7' 

T 

7VT 

Jan. . 

120 

97 

1.24 

90 

80 

1.12 

79 

69 

1.14 

58 

58 

1.00 

64 

63 

1.01 

Feb- . 

126 

98 

1.28 

89 

82 

1.08 

73 

87 

1.09 

61 

57 

1.07 

68 

64 

1.06 

Ifar. . 


97 

1.41 

96 

82 

1.17 

72 

64 

1.12 


66 

64 

1.03 

Apr. . 

131 

98 

1.34 

95 

84 

1.13 

77 

64 

1.^ 

a 


1.05 

74 

65 

1.14 

Way . 

127 

96 

1.32 

93 

82 

1.13 

67 

61 

1.10 

65 

64 

1.01 

65 

66 

.99 

June . 


95 

1.37 

92 

81 

1.13 

68 

61 

101 

72 

70 

1.03 

65 

65 

1.00 

July . 

110 

91 

1.21 

34 

79 

1.06 

70 

59 

1.19 

85 

74 

1.15 

66 

64 

1.03 

Aug. . 


89 

1.19 

81 

76 

1,07 

72 

61 

1.18 

71 

66 

1.08 

61 

63 

.97 

Sept . 

108 

87 

1.24 

85 

74 

1.15 

72 

62 

1.16 

67 

63 

1.06 

* * 


OA. 


85 

1.28 

85 

72 

1.15 

65 

60 

1.08 

68 

61 

1.11 




N©t. . 


85 

1,08 

71 

71 

1.00 

52 

58 

.90 

62 

60 

1.03 




i)ee. . 


82 

las 

76 

70 

1.08 

60 

58 

1.03 

62 

61 

1.01 





♦ Soorce: King, W. t. AtaociaHon Journal, June, 1935, p. 400; 

’vritli tbe at t!^ antker &n<l the pnblishen 


The effect of vdodty of circulation of money during periods 
of acute inflation. Regardk® of the degree to which changes 
in V may be offset by cbrresponding changes in T during 
ordinary cyclical movement^ experience indicates clearly that 
changes in vdodty of money may play an active part in times 
of acute price inflation. At such times, the valu^ of money falls 
rapidly and its usefulness as a store of value declines. A "‘ flig ht, 
from the currency” develops as cadi balanced ycorne an iex- 
peaxsive luxury and individuals’, desires to hold putehadiig , power 
in money form are drastically revised downwdxl. Becau^ Of 
the increased velodty of money, pric^ rise at ,a r^te f^t^, di?n 

and Weaver, Danald, ‘Welociljjr. of m 

hxkd” Jmr^of Fo!it£ccU.Bcommy^Avig^, l^ r I 
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that of the increase in the quantity of money. This can be 
clearly seen in the behavior of money and prices in Germany 
during the postwar inflation shown in Table 63. 


TABLE 63 


Wholbsam Prices, Total Circulation, and Index of Monetary Turnover in 
Germany, 1919-1923* 




Index of Total 

Rough Index of 


Index of Wholesale 

Monetary 

Monetary 


Prices 

Circulation 

Turnover 


1913=1 

( Monthly Average) 

1913 = 1 i 
(Erid of Month) \ 

f Index of Prices 


^ Index of Circulation* 

1919 Jan. . . . 

2.62 

5.69 

0.46 

April . 

2.86 

634 

0.45 

July . , 

3.39 

6.90 

0.49 

Oct. ... 

5.62 

7U5 

0.79 

1920 Jan. . . . 

12.56 

8.41 

1.49 

April . 

15.67 

1028 

132 

July 

13.67 

1130 

1.19 

Oct. ... 

14.66 

12.75 

1.15 

1921 Jan. ... 

14.39 

12.98 

. 1.11 

April . 

1326 

1338 

0.99 

July . . 

1428 

1428 

1.00 

Oct. ... 

24.60 

16.44 

130 

1922 Jan. . . . 

36,65 

2030 

1.79 

April . 

^.55 

2434 

2.56 

July .. 

100.59 ' 

33.48 

3.00 

Oct. ... 

566,00 

7935 

7.09 

1923 Jan. . . . 

4,626 

332 

13.94 

April . 

5,988 

• 1,090 

5.49 

July .. 

183,510 

7,231 

26.19 

Oct. . . . 

18,700,000,000 

854,401,934 

245,107,804,000 

2139 

Nov. . . 

... 1,380, ISO^IOOAK) 

5.62 

Dec. . . 

... 1,200,400,000,000 

374,563;426,600 

320 


♦Graham, F. D., Exchtmge, Prices and Production in Eyper-Infiation: Germany, 
1$$0^J92S, Friacetou, Princeton University Press, 1930, pp. 10^106, Quoted by per- 
mission of the publisher. 


The postwar inflation in Germany was in no small measure 
ilie result of the rapid increase in velocity of money, which in 
July, 1923, was over fifty times greater than in January, 1919. 
To put the matter in the language of the <»sh-balaace approach, 
the purdia^g power which the public wished to hold in the 
form of ca^ diminished rapidly. This event caused a sharp 
decline in the value of the total stock of money. In contrast 
to the -6; billion gold marts which constituted the German cur- 
rency in 1914, the vaiue of the 62,338 billion paper marks which 
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comprised the German currency on August 7, 1923, was only 80 
million gold marks.^* 

It is inaccurate to ascribe to the increased velocity of money 
the whole of the increase in prices not accounted for by the in- 
crease in the quantity of money. The quantity of goods ex- 
changed against the paper marks declined severely, partially be- 
cause of a shrinkage in production and partially because of a 
growing practice of basing trade on the more stable foreign cur- 
rencies and on barter.” 

The Cash-Balance Equation 

Those who view the demand for money as the desire for pur- 
chasing power in the form of cash balances require a somewhat 
different formulation of the relation between money and its 
demand from that provided by the familiar transactions equation 
of MV = PT. To satisfy the requirements of the cash-balance 
approach, there is needed a way to show that the value of a 
given stock of money is determined by and is equal to the amount 
of purdiasing power which the public insists that it have. 

A familiar form of equation used to demonstrate the cash- 
balance approach is that popularized by Ke 3 mes,” in which: 

« is the number of monetary units. 

p is the index of prices. 

k is the volume of consumption units over which the public 
wants purchasing power in the form of money 

In its simple form, the equation is: 

n = pfe. 

If fe is a constant, a change in n must necessarily lead to pro- 
portional changes in p. 

i«Tlas %<]]« is obtained by dividing the total number of paper marks in 
existence by tbe nmnber of paper marks required to purchase a theoretical gold 
mark, measured in terms of the existing gold dollar exchange rate. Another 
method of compu^g the change in the value of the total currency involves 
dividing the t<^ amount of cuitencgr by the index of prices based on 1914. 
Graham, F. D,, Exchange, Prices, and Production in Hyper-Inflation: Germany, 
Princeton, Princeton University Press, 1930, pp. 101-106. 

Jbid^ pp. 173-174. 

18 Keynes, J. M., Monetary Reform, 1924, pp. 84-85. For an earlier and some- 
what different form of cash-balance eqimtion, see Pigou% Es^ys in Applied 
Economics, p. 177, reprinted in part froni the Quarterly Journal of Economics, 
November, lOl^T. 

is evident l^at the term "consumption unit” is ill-chosen, for ca^ bal- 
ances are held both by consumers and .by businessmen and conseijuently must 
purchase a certain volume of things in general and not mere consumption goods 
alone. 
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In order to bring bank credit into the equation, two new terms 
are added: 

k' is the volume of consumption units over which the public 
wishes to hold purchasing power in the form of bank de- 
posits. 

r is the ratio of standard money bank reserves to bank de- 
posits. 

Then, the equation becomes: 

n = p (fc -f rfc') . 

In this form, the equation shows that when r, k, and fc' are con- 
stant, changes in n must necessarily result in corresponding 
changes in p. It will be readily seen that any change in r, which 
changes the volume of bank deposits supported by a given 
amount of standard money reserves, will affect p. Likewise, any 
change in the proportion of k to k' or in their absolute size must 
correspondingly change p without any change in n. 

In this equation k and k' represent real commodities and serv- 
ices which the existing stock of money in circulation and bank 
deposits must be able to purchase. The size of k and k’ is some 
fractional part of the total transactions which are settled in terms 
of money during any given period, such as one year, for instance, 
and is therefore related to the total real income of the com- 
munity. Its absolute size is determined by size of the fraction 
of the total annual transactions which the public thinks it ad- 
vantageous to hold in the form of cash balances. Because the 
public is able to adjust the buying power of its existing cash 
balances only by var5dng its rate of spending them, the magni- 
tude of A; is directly’ effective in determining the velocity of 
money in the transactions equation MV = PT. It follows, there- 
fore, that k and kf are quantities of real goods and services over 
which Lie public wishes to hold buying power in the form of cash 
balances. The size of these quantities is determined both by the 
fraction of the total transactions which people wish to com- 
mand in terms of cash balances (obviously a varying fraction) 
and by the magnitude of the total transactions themselves. In 
other words, k and kf reflect the forces which determine both V 
and T in the transactions equation of MV = PT. 

Another commonly used cash-balance equation is that of Pro- 
f^sor I>. H. Robertson : 

M = PKT,orP=^. 
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In this equation, M is the quantity of money held by the public, 
T is the total real volume of transactions settled in terms of 
money during a given period of time, and K is the fraction of T 
which the public wishes its money to purchase/® As in the 
Keynes equation, n = pk, the existing stock of cash balances 
must embody purchasing power over a given quantity of “real” 
goods and services. Its advantages over the Keynes equation 
are (1) that it throws light upon the determinants of Keynes’ 
“k,” and (2) that it can be related to the transactions equation 
simply by observing that K in this ease is the reciprocal of F in 
the equation MV = PT, 

A comparison of the transactions equation with the cash-bal- 
ance equation. The transactions equation, MV -\-M'V' = PT, 
quite obviously is a statement that, during a given period of time, 
the money spent equals the value of all the transactions. It is 
based on the transfer of money against other things. In contrast, 
Keynes’ cash-balance equation, n = p {k-\-rk'), gives merely a 
kind of instantaneous cross-section view of the situation. It is 
as if all transactions were halted at the end of the day and an 
investigation launched into the monetary affairs of the public. 
This investigation discloses (a) that the public is holding a 
^ven volume of cash balances in the form of currency and bank 
deposits, and (6) that, if these cash balances were spent, they 
would purchase a given volume of goods and services (fc and kf). 
Similarly, M = PKT states that M must purchase the goods and 
service represented by KT. Thus, the transactions equation 
covers a period of lime, while the cash-balance equation pictures 
the situation at a given instant.*’^ 

There is, in fact, no real difference in the result obtained by 
the two approaches. Th(»e who prefer the cash-balance to the 
transactions equation do so because they believe that it gives a 
mOTe realistic approach to the "demand” for money. They hdd 
that the demand for money cannot be properly thought of as the 
offering of all the goods, services, and so fo)^, against all the 
money supply. Instead they prefa* the view that money, like 
other thin^, is wanted for its utility, whidb in this case is its pur- 
chasing power. The carii-balanee approadi focuses attention di- 
rectly upon the volition of the u^rs of money in respept to the 

^ Money, rev. ed. New York, Hajcourt, Bmoe d ,Oa^ p, 195. For a 
criticism of the use of as in the cash^ appypaeh, see 

A. W., The Theory of Pnces, YoL I, New YoT^ *l4^liee-BaIl, Inc., 
1^, Chap. XV. He holds ibat h should be ^ proporticm betwe^ outlay of 
any given type and the cash balaiice: held ag^ainst thfd; outlay. 

For a contrary view, see Marget, op, di,, pp. 42M26. 
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amount of purchasing power which they wish their stock of cash 
to have. This, it is said, is superior to looking directly at the 
velocity of circulation of money, about which there is no direct 
explanation.®^ Further, Keynes’ cash-balance equation, which 
introduces the demand for bank deposits, » = p (k -j- rk’), calls 
direct attention to a vital qualification of the quantity theory of 
money. Prices will not vary in proportion to the quantity of 
standard money unless r, the ratio of bank reserves to deposits, 
as well as k and k', is constant. 

Those who prefer the transactions equation object to the fail- 
ure of the cash-balance approach to focus direct attention upon 
the vital point that the velocity of spending money may be a 
determining factor in the price level. Instead, the idea of veloc- 
ity must be implied from k. Another reason for preferring the 
transactions equation is its adaptability to statistical work. Sta- 
tistical equivalents of M', V', P, and T are obtainable with rea- 
sonable accuracy. In contrast, no direct statistical equivalent 
for k or Id can be found, and any figures to represent them can 
be obtained only by indirect calculation.®® 

It is well to remember that both types of equations of exchange 
are merely “truisms” or statements of identities from which one 
may embark upon a theoretical explanation of the relation be- 
tween money and the price level. Each equation has merits of 
its own, and each contributes something to the understanding 
of monetary problems. They should be thought of as comple- 
mentary rather than contradictory. 

Limitations of the Equations of Exchange 

Critidans of the equations of exchange. Both the transac- 
tions equation, MY = PT, and the cash-balance equation, 
n pk, are useful devices for analyzing the relation between the 
quantity of money and the price level. They are essentially the 
same in that both relate the value of a given quantity of money 
to the value of a given quantity of goods, and services. Like aU. 
devices, they fall short of perfection and have been subjected 
to considerable criticism. 

The basic criticisms which have been made of the equations 
of exchange are these: 

1. They ar© static rather than dynamic in character; Correct 
as far as, they go, they fail to provide any direct clue to the 

Pige^, cp, 

For an example of a calculation, see Keynes, Monetary Reform, pp. 91-92*- 
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process whereby changes in the terms of the equations actually 
occur. They furnish no adequate explanation of the forces which 
institute changes, particularly those of the short run. This is, 
indeed, a serious criticism. The economist or the statesman, 
armed with nothing better than the vague assurance that in the 
long run price movements correspond to changes in the quantity 
of money, is sadly lacking in the equipment needed to approach 
that most fearful of modern economic demons, the business cycle. 
As Keynes has well said, “In the long run we are all dead” ; it 
is in the short run that our most vital interests often lie. Even 
though one accept Snyder’s view that short-run changes in V 
and T cancel out, leaving 3f = P, the equations offer no satis- 
factory answer to the question of whether, as commonly assumed 
by the quantity theorists, changes in M, particularly in the form 
of bank deposits, are determined by independent causes and re- 
sult in changes in P, or whether independent causes induce 
changes in P which in turn result in appropriate changes in the 
volume of M. Moreover, the equations furnish no clue to the 
very plausible possibility that nonmonetary forces within the 
business structure operate simultaneously upon both M and P 
to cause corresponding changes in each. 

2. Both equations of exchange necessarily deal with the price 
level in a very general sense. For instance, in the transactions 
equation, MV = PT, P is the price index, weighted according to 
the price per unit of each constituent of aU transactions (P) 
which are settled with money. But P is a conglomerate mass 
made up of goork sold at retail and wholesale; payments of 
wages; rents; interest and profits; and securities, land, and old 
capital goods exchanged. Because of this, P must be an index of 
“prices” of this same conglomerate mass. But for purposes of 
economic analysis and control, something more is needed than 
an assurance that, other things being equal, a change in the 
quantity of money will cause a proportional change in the aver- 
age laice level of the heterogeneous collection of items which 
compri^ P. Furthermore, P itself is a highly variable and 
latgdy unpredictable thing, embodying not only ordinary indus- 
trial and commercial transactions but also speculative transac- 
tions.®* Even though P, properly defined, may be explained in 
relation to M, V, and P, the equation is so inclusive that it fails 
to give a definitive answer to ^e primary problem of monetary 
theory, namely, why commodity prices change as they do. 

CL Hawtrey, 'R. G., Currency and Credit, rev. ed., London, Longmans, Green & 
Po;, 192^ 35^. , . 
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Another objection sometimes raised to the price level explained 
by the equations of exchange is that it gives little direct help 
in explaining the movement of prices of consumers’ goods. Not 
only does P include the prices of purely speculative and capital 
transactions, but also it is heavily loaded with wholesale prices 
and wage payments, which only indirectly and remotely reflect 
the prices of goods bought by consumers.^" 

25 Keynes definitely takes the position that the purchasing power of money 
ought to be defined only as the power of money to buy goods and services for 
consumption. See his Treatise on Money, Vol. I., p. 54. Also see pp. 75-79 for 
the distinction between what he calls the “Currency Standards” or price level 
indicated by the transactions and cash-balance approach, and the “Consumption 
Standard” or price level of consumption goods. For his discussion of the limi- 
tations of the transactions and the cash-balance equations, see the Treatise, 
Chapter 14. 



Chaptee XXXIII 


THE INCOaiE APPROACH TO THE 
VALUE OF MONEY 

S OME of the limitations of the quantity theory equations for 
use in explaining changes in the level of prices were noted in 
the last section of the preceding chapter. It was pointed out 
there that not only do these equations offer little assistance in ex- 
plaining the process through which changes in prices materialize, 
but also they fail to direct attention to the forces which determine 
the prices of commodities and services as contrasted to the prices 
of all transactions settled with money. Some students of mone- 
tary theory believe that the “income approach” may be used to 
avoid some of the limitations of the more conventional quantity 
theory approach. 

The income approach to the value of money. Essentially, 
the income approach is based on the fact that the spending of 
money income for goods and services determines their price. 
The pricing process is thought of as the matching of a flow of 
money income against the flow of goods and services produced 
and sold in the market. Unless corresponding changes in the 
flow of goods and services occur, any change in the flow of money 
income will cause a change in the price level. 

The stream of money income is spent either for consumers’ 
goods or for investments. Income spent for investment may be 
used to purchase securities or capital goods themselves. The 
manner in which money income is di^ursed, therefore, affects the 
price levels of consumers’ goods and capita goo^. Obviously, 
the spendii^ of net income is not the same as the spending 
carried on between businessmen during the process of produc- 
tion. For this reason, the income approach i? basically different 
from the transactions approach. According to the fonper, the 
money income for a period is spent for the real income of goods 
and services, and thereby prices are determined. The transac- 
tions approach, however, states that the total exp^ditiires of all 
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lands, not merely the spending of net incomes, determine the 
value of all transactions, including those of an intermediate busi- 
ness and financial nature. 

Equations expressing the income approach. To express the 
income approach to the value of money, one may say: 


P-M. 
B ’ 


in which NI represents the national money income for the period, 
R represents the volume of real income in goods and services, and 
P is the price level of such goods and services. 

But the above equation fails to offer any clue to the causes 
behind the prices of consumers’ goods as contrasted with capital 
goods. It is, therefore, more useful to take into account the fact 
that part of the money income is spent for consumers’ goods and 
part for capital goods. Thus, if 


then 

and 


NI is the total money income, 

8 is the money income saved, 

NI — 8 is the money income spent on consumers’ goods, 
BC is the volrane of consumers’ goods, 

BB is the volume of capital goods. 


NI — 8 
BC " 
8 

BB '' 


Price of consumers’ goods, 
■ Price of capital goods. 


But equations of this kind are in themselves inadequate and 
^satisfactory. As they stand, they assume that all d is in- 
vested or spent on capital goods, an assumption which is not 
always true. Further, they give no direct answer to the ques- 
tions: (1) what determines the size of the national money income 
NI, and (2) what determines the proportion which will be spent 
on consumers’ goods and what proportion will be invested. Each 
of these questions requires exploration if the income approach is 
to be useful in analyzmg the causes of price changes. 

TIm Relaiwn of the Total Money Income to 
the Quantity of Money 

The total money income roust necessarily bear some discover- 
able rdation to the quantity of money. It is reasonable to sup)- 
t^t a^, expansion in the quantity of money will cause an 
merease in the flow of money tlmju^ the economic ^stem and. 
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eventually, an increase in the money incomes of individuals and 
business firms. One may show this relationship by comparing 
the size of the total money income with the stock of money. 

The income velocity of money. In the transactions equation, 
MY — PT, the velocity of money represents the average number 
of times that the stock of money is spent in the market for T. 
Total expenditures of all kinds (MV) divided by the stock of 
money (M) gives the average transactions velocity. To a very 
large extent, such money expenditures are used for business pur- 
poses, providing for trade between businessmen and for financial 
transactions. Part of these expenditures become net money in- 
come to the receivers. Income velocity is the average number 
of times that the average money stock appears as money income 
during any given interval of time. To calculate this, one divides 
the total money income for the i)eriod by the total average stock 
of money 

The income velocity of money, that is, the frequency with 
which the average stock of money reaches the income receivers, 
depends primarily upon the time involved in the production 
process, the number of exchanges which are carried on between 
Cerent producers during the process of production, and the size 
of cash balances which businessmen and others hold in comparison 
to their#avCTage expenditures. For instance, an increase in the 
length of time required to carry through the processes of pro- 
duction lengthens the time interval between the spending of 
money by consumers and its re-emergence as income at the end 
of the circuit. Conversely, a shortening of the productive process 
taids to inhrease the income velocity of money by hastening its 
flow. An increase in socialization by individual firms increases 
the munber of exchanges required to produce a given volume of 
goods, and delays ihe circuit flow of money from consumer to 
consumer. The reason for this is found in the fact that an m- 
erease in the number of busiaess firms participating in the line 
of production tends to increase the aggregate cash balances re- 
qui^. Therefore, the rmilt must be a slowing down of the rate 

1 "Ineome velocity" is sometimes referred to ae ^^circular velocity." Cf . Angell, 
James W., The Behavior of Money, New York, McGraw-Hill Book Co., 1936, 
Chapter V. To use his approach, if NT is the iiational money income, € the 

NI 

circular velod^ of money, and M the stock of money, then C = — • P* 

135. He suggests that, prop^iy speaking, Ihte flow of money is “circular" only 
when advancing the “umdirectional flow" of goods and services, and therefore 
most of the financial classes of transactions are outside the flow of paymmts which 
M ue n c e the me of money incomes. Ibid.^ pp., 13^1331 , i 
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at which the average unit of money appears as income. Simi- 
larly, any other change in the need for cash balances retards or 
accelerates the circuit flow of money from the consumers' hands 
through industry and back again.® 

There is evidence tending to estabhsh the fact that income or 
circular velocity of money has a marked tendency toward sta- 
bihty. During the period 1909-1929, the annual income velocity 
of money in the United States varied from a high of 3.40 in 1913 
to a low of 2.76 in 1921. The maximum drop from the highest 
to the lowest velocity, amounting to only 18 per cent, is remark- 
ably small. During the period 1929-1932, however, income 
velocity fell to 1.86, or a decline of 45 per cent from the high of 
1913. The income or circular velocity of money for the years 
1909-1932 appears in Table 64. 

TABLE 64 


The CntcuLAB Velocity of Money, 1909-1932 * 


Year 

Circular 

Velocity 

Year 

Circular 

Vdodty 

Year 

Circular 

Velocity 

1909 

3.25 

1917 

3.10 

1925 

3.21 

1910 

3.13 

1918 

3.04 

1926 

3.29 

1911 

3.01 

1919 

2B1 

1927 

3.14 

1912 

3.20 

1920 

2.99 

1928 

3,14 

1913 

3.40 

1921 

2.76 

1929 

3.05 

1914 

2.97 

1922 

3.03 

1930 

2.70 

1915 

3.11 

1923 

3.25 

1931 

226 

1916 

2.91 

1924 

3.21 

1932 

126 


♦ Quoted by permission from Angell, James W., The Behavior of Money, New York, 
McGraw-Hill Book Co., 1936, p. 190, These calculations are based upon estimates of 
national income by W. I. King in The National Income and Its Purchasing Power and 
those of Simon Kuznets, National Income, 1929^1932. The stock of money is calculated 
from reported amounts of currency in circulation plus net demand deposits adjusted to 
avoid duplication. 


The importance of the concept of income velocity. To the 
extent that income or circular velocity is stable, it may be said 
that variations in money incomes are in proportion to changes in 
the supply of money. In spite of the sharp downward trend in 
income velocity after 1929, Professor Angell believes that, nor- 
mally, income velocity tends to be reasonably stable. He is sup- 
ported in this view by Lauchlin Currie.® In stiU further support 
of his belief in the stability of income velocity, AngeU found 
that, between 1909 and 1929, variations in national money in- 


2 Cf. Angell, Behavior 0 / Money, pp. 139-144. 

’ See hie and Control of Money, Cambridge, Harvard University Press, 

1934, p. 6. 
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come corresponded closely with variations in the volume of 
money and credit/ 

This analysis has added one important link to the so-called 
“income approach” by establishing the relative stability of the 
income velocity of money. It strongly suggests that money in- 
comes may be expected to fluctuate roughly with changes in the 
Volume of money. In this connection, “money” refers to cur- 
tency in circulation plus net demand deposits rather than to 
standard money. The conclusion concerning the relation be- 
tween the quantity of money and the volume of money income, 
derived from the concept of a stable income velocity, is of greater 
significance than Snyder’s studies, which seek to establish cor- 
respondence between the cyclical variations in V and T in the 
equation MV = PT. At best, Snyder’s results can show only 
that changes in the volume of circulating money are accompanied 
by proportional changes in the general level of prices of all items 
contained in T. 

Relation Among the Quantity of Money, Money Incomes, 
and the Price Level: Hawtrey’s Approach 

In what way, one may ask, are the changes in the quantity of 
money, money incomes, and the level of prices brought about? 
A very useful analysis of the problem has been provided by 
E. G. Hawtrey.' BGs analysis is based fundamentally upon the 
cash-balance approach. He sees three basic reasons why in- 
dividuals wish to keep reserves of purchasing power in the form 
of cadi: (1) the failure of income and expenditure to move to- 
other; (2) the necessity of being prepared for unforeseen emer- 
gencies; and (3) the necessity of accumulating savings awaiting 
investment. 'Tradera require balances for similar reasons, but, 
owing to the superior opportunities for borrowing at short term 
at banks, the trade's require smaller cash balances relative to the 
amount of cash expenditures than do individuals. For each in- 
dividual, the appropriate cash balance will bear some definite 
proportion to his income, while traders’ cash balances are some 
proportion of their total expenditures. The demand for money 
is found in the requirements of the community for reserves of 
purchasing power. 

^Aageil, op. p. 145, Oukrt XXEE. 

« For an account of his Tiewpokit, see his Currency mud Credit, 3rd ed. 1^, 
Chapter IV ; and The Art of Central BmMeg, London, Loo^nahs, Green A Co., 
Ltd, 1932, Chapter HL ' . 
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The unspent margin. Hawtrey refers to the total stock of 
money (consisting of currency in circulation and bank deposits) 
as the unspent margin. It follows, therefore, that the unspent 
margin is synonymous with the sum total of consumers’ and 
traders’ cash balances. Moreover, it must rise or fall with in- 
creases or decreases in loans and investments of banks,® 

Traders’ outlay, consumers’ incomes, and prices. Changes 
in the value of money are explained in the following manner. 
Whenever opportimity to borrow at profitable rates arises, traders 
(synonymous with businessmen) will increase their loans at the 
commercial banks. The resulting increases m traders’ cash bal- 
ances will be rapidly paid out in the purchase of goods and serv- 
ices and shortly must come into consumers’ hands as income in 
the form of wages, salaries, interest, rents, and profits. This 
result must be expected, since the trader will be unlikely to bor- 
row to increase his idle cadi balance. Therefore, an increase in 
bank credit resulting from traders’ borrowings must lead to a 
corresponding increase in the traders’ outlay (or expenditures) 
and a corresponding increase in consumers’ incomes. 

Consumers’ incomes, therefore, are likely to vary with changes 
in the volume of bank credit, rising and faffing in more or less 
exact proportion except as traders themselves happen to absorb 
part of the change by varying the size of their cash balances. 
The outlay (expenditures) of consumers need not necessarily 
vary exactly wilJi income, since changes in the size of their cash 
balances may occur. For example, an increase in money income 
may lead the consumer to indulge in the luxury of a larger cadi 
balance; in this case, his increased outlay will be somewhat less 
than the increase in income. On the other hand, prospects of 
rising prices may encourage him to spend his cash balance down 
to a thinner level; this would cause his increased outlay to be 
somewhat greater than ihe increase in his income. 

The OMisumer’s outlay is spent on (1) consumption goods and 
(2) capital goods or investments. The proporticm of each type 
of outlay win depend upon his saving propensities. The aggre- 
gate v<dume of consumers’ outlay is cl(^y related to consumers’ 
incomes, which in turn d^nd upon trada^’ outlay. Consumers’ 
outlay is viewed as the significant factor in the determination 
of the price level, since it directly controls the prices of con- 

® Currency md CredU, 3r<J »ed., pp* 34 arid 43. 

But in another connections Ha'^rey uses unspent margin in the sense of the 
cash hatoees consumers' and traders’ expenditures. Ibid,, pp. 58-59, 
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sumers’ goods (these prices in turn control wholesale prices) and 
indirectly, through the prices of securities, controls the price 
level of capital goods. 

The degree to which increased consumers’ outlay may affect 
the price level depends upon the degree to which it feds the pro- 
duction facilities of the community occupied. If adequate un- 
used capacity exists, increased consumers’ outlay reduces traders’ 
stocks of goods and promotes an increase in production with little 
if any effect on prices. But if consumers' income and outlay 
continue to rise, sooner or later the production capacity of in- 
dustry becomes utilized (not necessarily to the same degree in all 
industries), and expanded money outlay can only result in in- 
creased prices. 

'Thus, in a general way it is possible to trace the course of an 
expansion in bank credit through traders’ outlay into consumers’ 
income and outlay, until it feances either an expansion of pro- 
duction, higher prices, or both. To what extent is it possible to 
hold that changes in prices are proportional to changes in the 
volume of bank credit or unspent margin? We have already 
seen that to some extent the effect of more bank credit is ab- 
sorbed in greater production. To this extent more money does 
not lead to higher prices. An expansion in bank credit may be 
accompanied by a more than proportional expansion in traders’ 
outlay, consumers’ income, and consumers’ outlay. This may 
arise from a failure of traders’ and consumers’ demand for cash 
balances to expand in proportion to their outlay. When this 
occurs, the new cash created by the expansion of bank loans and 
investments fails to settle down readily into cadi balances, but 
instead is spent at an abnormally rapid rate. In other words, 
the velocity of money has increased. Thus the outlay of cash 
over a given interval of time may increase faster than does the 
volume of cash balance or ungient margin. Particularly is this 
true when rising jaices reduce the attractiveness of holding cash. 
On the other hand, shrinking bank credit will cause traders’ out- 
lay, consumers’ incomes, and consumers’ outlay to decline. 
When prices fall, the demand for cash balances tends to rise, so 
that traders’ and consumers’ outlay may decline relatively more 
than the shrinkage in bank credit. 

The Inequality oj Saving and Investment as the 
Cause of Changes m the Price Level 

Keynes has criticized both the transactions equation (MV — 
PT) and the cash-balance equation (n = pk) on the grounds 
that they fail to indicate the different monetary factors through 
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which “the causal process actually operates during a period of 
change.” He therefore proposed to analyze the “caus^ process 
by which the price level is determined and the method of transi- 
tion from one position of equilibrium to another.” ’’ The theories 
of money which have been developed by the use of the older 
equations furnish- a clue to the forces which establish a given level 
of prices. Keynes, like Hawtrey, however, is interested in the 
causes which induce changes m the price level. Further, he is 
concerned with the problem of explaining the movement of prices 
of consumers’ and capital goods as distinguished from general 
prices. 

Why saving and investment become unequal. Because money 
savings and money investment result from the decisions of differ- 
ent individuals, there is always the possibility that they will not 
be equal.® Particularly is the volume of investment subject to 
change with changes in the profit expectations of businessmen. 
“The attractiveness of investment depends on the prospective 
income which the entrepreneur anticipates from current invest- 
ment relative to the rate of interest which he has to pay in order 
to be able to finance its production.”* Whenever the forces 
operating upon the volume of saving and the volume of invest- 
ment make them unequal, equilibrium is disturbed, prices change, 
profits or losses appear, and entrepreneurs expand or contract 
output. 

The incentive to invest. “Investment” consists in spending 
money for the purchase of capital goods. These capital goods 
may be of a durable sort (tools, equipment, or buildings) or may 
be short-lived (merchandise and raw materials). Any invest- 
ment, therefore, causes a flow of money income into the hands 
of the owners of the factors of production used in making capital 
goods. Entrepreneurs will invest in capital goods only when 
they anticipate that their actions will result in some gain. 

Two basic considerations determine the extent of gain to be 

’■ Keynes, J. M, Treatise- on Money, New York, Harcourt, Brace & Co., 1930, 
Vol. I, p. 133. 

8 ^'Saving is the act of the indiyidual consumer and consists of the negative act 
of refraining from spending the whole of his current income on consumption. 
Investment, on the other hand, ‘is the act of the entrepreneur . . . and consists 
in the positive act of starting or maintaining some process of production or of 
withholding liquid goods.’’ Treatise, Vol. I, p. 172. Also, “The business of saving 
is essentially a steady process. If there are disturbances in the economic world, 
these by af ectin^ prosperity may react on the rate of saving. But a disturbance 
whl seldom or never be initiated by a sudden change in the proportion of current 
mcpme which is beiog saved,” Ibid., p. 280. Beprinted by the permission of 
^KTCourt^ Brace Co. 
p. 154. 
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lealized and, therefore, the volume of new investment appropri- 
ate for any given time. The first of these considerations is the 
income which the particular investment may be expected to 
yield. The magnitude of actual yield from a given investment 
depends on (1) the absolute productive efficiency of the particu- 
lar capital goods, (2) the law of variable proportions or dimin i sh - 
ing productivity, and (3) the behavior of prices. When the 
technical efficiency of capital is high, its yield or marginal pro- 
ductivity tends to be high also. When capital is scarce relative 
to other factors, the yield on new capital is relatively high. Of 
greater hnportanee than either efficiency or relative scarcity in 
determining the variations in yield on new capital investment 
are the clianges in prices. When prices are rising, the profitable- 
ness of new capital investment is minified because of lagging 
costs. When prices fall, on the other hand, lagging costs di- 
minish and for a time may cause a complete disappearance of 
prospects of net earnings from new capital investment. 

The second basic consideration affecting the desirability of 
making new investments in capital goods is the cost of obtaining 
funds for investment, that is, the rate of interest. Whether 
paid to the purchaser of securities or to the entrepreneur himself 
for the use of his own funds, the interest rate constitutes a cost 
of naaking new investments which must be deducted from the net 
3 deld on capital in order to determine whether qr not that invest- 
ment is to be worth while. New investment will not be pushed 
beyond the point where the expected marginal yield is just equal 
to the rate of interest. An examination of the forces operating 
to determine the interest rate must be postponed until Chapter 
XXXV. It is sufficient for our present ne^ to recognize the 
part played by the rate of interest in the determination ef the 
willingness of mitrepreneurs to invest in capital goods. 

The flow of money income when saving and investment are 
equal. The flow of money income in economic society may be 
thought of as originating in the money pasunents made by en- 
trepreneurs to the factOTs of producti<H]i- Th^ money pay- 
ments comprise all the e(®ts incurred by tbe entreprenems in the 
way of wages, interest, rents, ottei^ profits. So long as 
this income pases regularly and unintWhqjtedly through the 
hands of its receivers and bai& to entreprsBeurs for the purchase 
of industrial output, the pipqe^ of exd^a^q .lI^Tes sifipothly 
along, level of mmey ineoia© lemisins ecpg^t,; ^d tlmre 
is no reason, arising from the behavie^- qf thip/iaeoipe, why 
changes in prices or in output ^ould occur, 
ecaa« whidi is spent for consumers’ goods moves to 
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entrepreneurs and, assuming that they do not allow their in- 
ventories to decline, will pass on through their hands and become 
income again. If that part of income which is saved is invested 
in capital goods in a prompt and regular manner, that is, if 
money savings and money investment are equal, these savings 
become the income of the factors of production engaged in mak- 
ing capital goods. It will be helpful to think of the continuous 
flow of production and income as being broken up into periods of 
such size that the income of one period cannot be spent or dis- 
posed of until the next period. Then the money income of what 
we may call Period I passes on to the entrepreneurs and becomes 
the costs of production and the money income of Period II. So' 
long as the circuit flow of money income is neither augmented 
by dishoarding or monetary expansion nor reduced by hoarding 
or repayment of bank loans, the money income of each succeeding 
period remains the same. In other words, so long as money 
savings of a period equal the money investments of that period, 
the money income of the next period will remain equal to the 
income of the preceding period.^ 

The behavior of money income and prices when investment 
exceeds saving. Let us assume a fall in the market rate of in- 
terest which increases the attractiveness of new investment. 
Businessmen therefore expand their new investments at an ac- 
celerated rate and to the point where the expected marginal pro- 
ductivity of new capital equals the rate of interest. Voluntary 
money saving will not increase but, rather, will be discouraged 
by the lower rate of interest. If, therefore, money saving and 
money investment had previously been equal, the expanded rate 
of new investment can be carried on only by increased borrow- 
ing by businessmen at the banks or by a dishoarding of previously 
idle balances. The increased rate of new investment must, 
therefore, be accompanied by an increase in the quantity of money 
flowing into incomes. In other words, MV of the transactions 
equation must rise. 

In order to visualize this process more clearly, we may again 
make use of the method of period analysis. Let us assume that 
the total income for Period I is $1,000, of whjeh three-fourths, or 
$750, is to be spent on consumers’ goods and one-fourth, or $250, 
saved. Because of the attractiveness of new investment, during 
the next period entrepreneurs wish to invest $350 instead of the 

based ijpoa the of successive periods is presented by D, H. 

and Hoarding,’’ wMch fin& a;ppearod in the 
Economio Joumolf September, 1933, and is reprinted in. his Essays in Monetary 
Phmry, P. S, King <fe Son, Ltd., 1940. 
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$250 made available by the savings out of the income of Period I. 
In other words, investment during Period II will exceed savings 
by $100. There are two sources from which this additional $100 
may be obtained for new investment: dishoarding and an ex- 
pansion in the volume of money. First, entrepreneurs may dis- 
hoard some of their previous hoardings of cash. Further, they 
may sell securities to persons who have been hoarding cash while 
awaiting more favorable investment opportunities for past money 
savings. Second, entrepreneurs may obtain new cash funds 
created by an expansion in bank credit. These new funds may 
originate in two separate ways. (1) Entrepreneurs borrow di- 
rectly from banks to obtain funds for working capital, that is, 
to finance the expansion of inventories and to some extent, xmder 
modern practice, to finance the purchase of tools and equipment. 
The growth of term loans is an example of borrowing at banks 
to expand fixed working capital. (2) Funds which result from 
bank credit expansion reach the entrepreneur when investment 


PERIOD I 


PERIOD II 


PERIOD 



Chakt 23. When Investment Exceeds Saving and Moni^ Income: 
Rises. (Assuming investment in eacii pmod as $350 and sav^ as 2 $ per 
eent of mcome.) ' ; 
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bankers, investors, and speculators borrow at banks to finance the 
carrsdng of securities and when banks purchase securities out- 
right from investors, who then replenish their security holdings 
by the purchase of new issues. As a result of the spending on 
new investment during Period II of $100 more than the funds 
provided by money saving, the income for Period II will be ex- 
panded by the amount of the excess of investment over saving. 
In other words, income for Period II becomes $1,100. So long 
as money savings are insufficient to provide the funds required 
for new investment, the money income for any given period will 
exceed that of the preceding period by an amount equal to the 
excess of investment over saving. This may be clearly seen in 
Chart 23. 

The expansion in money flow which accompanies the expan- 
sion in new investment in excess of current saving moves first 
into the capital goods markets, where it leads (a) to a rise in 
prices of capital goods and (b) to an increase in their output. As 
soon as the expanded money expenditure is made on capital 
goods, it appears as increased money income of consumers, which 
in turn leads to increased expenditure for consumers’ goods. 
The result wilt be some rise in prices and a tendency for the out- 
put of such goods to increase. To the extent that their supply 
expands as new investment expands, prices of consumers’ goods 
will not be affected, while a delayed expansion in their supply 
will lead to a decline in prices after an initial rise. 

Secondary expansion. The rise in prices of consumers’ goods 
above costs of production increases profits of the businessmen en- 
gaged in their production. This improved outlook raises the 
anticipated productiveness of new capital and furnishes another 
impetus to an expansion in the rate of investment. Investment 
will tend to exceed saving by stiU greater margins, new credit 
expansion will occur, and the expansion reaches the “Secondary 
Phase.” “ This is the expansion or boom phase of the business 
cycle. The excess of investment over saving gives businessmen 
increased profits, which in turn encourage a still greater expan- 
sion of investment. This cumulative process goes on until 
brought to an end by forces which become more and more power- 
ful as the boom reaches its later stages. 

Forces bringing expansion to an end. Durmg the earlier 
sta^ of the expan'sion period, the increased consumer income 
ariring from the expansion in investment is being spent on a rela- 

Cf, Keynes, Trsatke, Vol. I, pp. 287-288. 
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CHANGES IN EXPECTATIONS AND 
OUTPUT: THE MULTIPLIER 

The Equality of Saving and Investment 

Keynes’ treatment of saving and investment in his “Treatise.” 
In his Treatise on Money, Keynes developed the idea that sav- 
ing and investment become unequal and, because they do, changes 
in the output and in the price level take place. A dechne in the 
rate of interest or an increase in the prospective marginal pro- 
ductivity of capital will expand the rate of new investment, while 
a rise in the interest rate or a decline in the prospective m arginfll 
productivity of capital will tend to reduce it. Whenever in- 
vestment exceeds current saving, new money is created (or old 
money is dishoarded) to pay for the excess investment, prices 
rise, profits appear, and output expands. Conversely, when in- 
vestment is less than saving, money is hoarded, prices fall, losses 
to businessmen appear, and output shrinks. 

Keynes’ later view of saving and investment. Although his 
general conclusions are substantially the same, Keynes has modi- 
fied his approach in his later book.^ Here he abandons .the use 
of his Fundamental Equations which purported to state the de- 
terminants of the level of prices, and concentrates his attention 
upon the forces that he believes to be responsible for cyclical 
variations in business activity and production. In this analysis, 
price level changes enter the picture only incidentally, for they 
are the results of more fundamental forces operating to cause 
changes in output. 

He abandons the position, previously t^en in his Treatise, 
that investment and saving become unequal and thereby intro- 
duce price, output, and income changes. Instead he uses “com- 
mon sense” definitions in which (1) “saving” meahs the excess 

1 The General Theory of Employment Interest and Money, Ncfw YoA, Har» 
court. Brace & Co., 1936. 
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of income over expenditure on consumption and (2) “current 
investment” is equal to the value of that part of current output 
not consumed. By definition, then, saving and investment are 
equal,^ for it cannot be denied that the cost value of the real 
goods produced but not consumed must equal the cost value of 
the goods added to the stocks of capital goods. This, of course, 
does not mean that current savings of money income must equal 
the current money investments. Hoarding of cash savings may 
occur, in which case saving exceeds investment; and dishoarded 
cash and newly borrowed bank credit may be spent on new in- 
vestment in excess of current saving. Using as a starting point 
his second concept, that saving must equal investment, Ke 3 mes 
develops an explanation of fluctuations in output, employment, 
and (incidentally) prices which deserves our examination. 

The marginal efficiency of capitciL It is, of course, a common- 
place of economic analysis that business activity rises and falls 
as businessmen expand or contract their expenditures. In their 
hands resides the power to expand or contract output, employ- 
ment, and incomes. Their decisions, of course, are not governed 
by caprice or accident but are directly related to the expectation 
pf profit. 

When businessmen expand their output, they necessarily ex- 
pand their supply of capital, whether in the form of liquid stocks 
or in durable fixed form. Therefore, their decisions to expand 
output must necessarily be the result of advantages expected to 
accrue from these additions to their capital supply. To describe 
this basic factor in the decisions of businessmen, Keynes uses the 
term “marginal efificiency of capital.” By this he means the “re- 
lation between the prospective yield of a marginal capital asset 
and its supply price or replacement cost.” ® Thus, it is the busi- 
nessmen’s expectations of the futme income from the marginal 
units of capital compared with the present cost of bbtsdning that 
capital (that is, the current rate of interest) that determine 
whether or not they expand their investments. When, therefore, 
the marginal efficiency of capital is above the rate of interest, 
investment, incomes, and employment will rise. On the other 
hand, when the marginal efficiency of capital is below the inter- 
est rate, investment will fall, and with it output and employment. 
Variations in output are dependent upon changes in expectations 


2 Cf . his Qeneral Theory of EmpLoymentj Chapter VII- 

5 Quoted, with pennipsi<^ from General Theory of Employment, p. 135. For a 
dispikstOE of the maiigmal efiEidency of capital, see his Chapter XI. 
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as to the marginal efficiency of capital and upon changes in the 
interest rate. 

The expansion of new investment. Let us assume that the 
willingness of businessmen to make new investments is increased 
because of a fall in the rate of interest, a rise in the marginal 
efficiency of capital, or both. If previous to this change money 
savings have bwn equal to the current rate of investment, the in- 
creased rate of investment can occur only through an expansion 
in total money expenditures. This increase in spending may be 
accomplished by dishoarding (or increasing the velocity of 
money) or by an expansion in the volume of bank credit. 

By this new spending, the businessmen obtain additional stocks 
of capital goods, while those individuals who are connected with 
the capital goods industries receive increased money incomes. 
Until they spend this increased money income, such individuals 
are in the position of having advanced capital goods to the busi- 
nessmen in return for the cash being held. They are, therefore, 
temporarily engaged in saving. But this new money income will 
hardly be allowed permanently to fatten the cash balances of the 
receivers; especially is this true of wage earners previously un- 
employed. To a very large extent, the new money income which 
results from the increased rate of investment will be spent 
promptly for consumption goods. This in turn causes an in- 
crease in the output, employment, and incomes in the consump- 
tion ^xxis industries. 

If we again assume that the new incomes, this time received 
in the consumption goods industries, are not allowed to lie idle 
in cash balances but are spent for more consumption goods, the 
stimulating effect on output, emplo3ment, and incomes con- 
tinues. But while this is going on,, someone is holding the in- 
creased cash, and each holder is temporarily contributing to the 
supply of capital 


The MidtipUer: Phase I 

We are now ready to examine the concept of the “Multiplier” 
which, in one way or another, has assumed mi important place in 
contemporary thinking on the business cycle.* If we stmt from 
equilibrium when saving and investm«it are equal, the “Multi- 
may be visualized as the ratio b^we^ the volume of new 
investment in excess of current saving and tihe volume of new in- 
come which results therefrom. ... 

* For a slatanent of views on the “Multitier* M Itis '4mercil 

of Employment^ Chapter X. ‘ : r 
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The expansion of consumers’ income. New consumers’ in- 
come which results directly from new investment (in excess of 
saving) is spent in turn on consumers’ goods or is saved; and so 
long as the new money continues to pass regularly by spending 
and investment from income receiver through the hands of busi- 
nessmen and back into income again, the increased level of in- 
comes will be maintained indefinitely. 

The results of the first impact upon incomes of the new money 
investment will be greater than will be the later and final results. 
The reason for this lies in the fact that wage earners previously 
unemployed and now receiving new money incomes will expand 
their expenditures without proportionately expanding their cash 
balances. It has been calculated that the “period of circula- 
tion” of new wage payments from income to income again may 
be about two months.* Obviously, if new money at first becomes 
new income six times per year, the expansion of annual income is 
much greater than it will be later, for with the passing of time a 
larger part of the new money income flows into the hands of 
business and professional groups, or the price level rises. In 
either event, the velocity of spending the new money will slow 
down to the average level. Once it has reached its normal 
velocity, the new money will join the rest of the money supply 
in reappearing as net income at the appropriate intervals de- 
terminated by the circuit or income velocity of money. This 
increased level of income should remain indefinitely until dis- 
turbed by some other factor. The increased level of income 
which results from the expansion in new investment is the result 
of the operation of the “Multiplier” in what we may call Phase I. 

The multipl3dng effect of a shrinkage in new investment. 
The Multiplier works in both directions. An expanded rate of 
investment leads to increased money incomes; a shrinkage which 
reduces investment below current ^ving leads to a shrinkage in 
annual money incomes amounting to some multiple of the de- 
ficiency of new investment. Further, smce such a decline in the 
volume of new investment is generally accompanied by a worsen- 
ing of business projects, the multiple shrinkage in incomes is 
unlikely to be offset by any material shrinkage of cash balances 
or increase in the vetocity of money. 

The size of ffie Midti^er : Phase I. It follows from the pre- 
ceding discussion that emplo3rment and money incomes must 
expand to alevel at which the new money that was spent on new 

: J. M, Th& Eoowmdes of Planning- PvbUo Works, Wasbington, D. C., 
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investment is absorbed into the cash balances of the general pub- 
lic — ^that is, until the total cash, both old and new, bears an ac- 
ceptable relation to the total income of the community.® 

Three basic factors may be said to influence the size of the 
Multiplier. The first is the behavior of the income receivers who 
first benefit from the new spending arising from the expansion in 
investment. To the extent that the increased incomes go mainly 
to workers, who will be likely to spend their new incomes with 
considerable rapidity, one may expect the multiplyihg effect to be 
substantial and rapid. Indeed, if the expansion in incomes, both 
initial and subsequent, were to go only into the hands of the low- 
income groups, the rise in the level of employment and income 
would be much larger than it can become in actual fact. But 
the new money income must flow through the business com- 
munity as a whole, and sooner or later it becomes a part of the 
general money supply. 

The second basic factor influencing the size of the Multiplier 
is the income or circuit velocity of money. When the new money 
has become generally distributed in the economic community, 
it settles down into cash balances with a velocity similar to that 
of the total money supply. When this occurs, the multiplying 
effect of the new money subsides. Thereafter the new level of 
annual income should exceed the old by an amount equal to the 
volume of new- money multiplied by the income velocity of 
money. In this case, the multiplier for a given year would be the 
income velocity. But, as we have already seen, income velocity 
is subject to cyclical variations. The third factor is the “leak- 
^es.” Were it not for these, this new and improved level of in- 
come should continue indefinitely so long as no outside circum- 
stance appear to alter the incmne velocity of money. 

The effects of “leakages” on the size of the Multiplier. We 
now need to examine the factors which operate to reduce the 
multiplying effect of new investment on income. These factors 
are commonly lumped together under the highly descriptive title 
of “leakages.” One type of leakage is that involved in the ab- 
scoption of the new money into the general money supply. Dur- 
ing this process, as we have already seen, the frequency of ex- 
change of such money declines and the power of the new money 
to create new income during a given period is reduced. 

«Cf. Keyaes’ General Theory of JSmployment, New Yoit, Hareo\irt, Brace & 
Co., p. 83, where he SCO'S, ‘T^et ranploymeiit, incomes ftnd prices cannot help 
moving in such a way that in -flie nefw sitnaticm somcic*® choose "to Iiold 
the additional money.” Also rf. Alvin Hansen’s Full Recovery or StagnaUon, 
New York, W. W. Norton & Co., 1938, p. 122, for the same view. 



CHANGES IN EXPECTATIONS AND OUTPUT 


528 


A second form of leakage, like the first, arises from a slowing 
down of the velocity of new money. Instead of spending all of 
the new money income derived from the expansion in new in- 
vestment, income receivers may increase the size of their cash 
hoards. Part of the new money thus accumulates as idle bal- 
ances and no longer is spent to increase the money incomes of 
others. There may be several causes for this type of leakage. 
If business is depressed and investment opportunities are poor, 
any current savings of income receivers may become mere addi- 
tions to idle cash balances. Moreover, businessmen may refrain 
from filling the gaps in their stocks of merchandise resulting 
from sales, but may instead decide to hold an increased supply 
of idle money. Under these circumstances, the new money 
which results from the expansion in mvestment may leak away 
rapidly. The extent of such leakage will be large if business 
prospects are bad; it will be small if business is good. 

A third type of leakage occurs whenever the receivers of new 
income use part of it to repay debts. If the creditors receiving 
repayments are banks, the debt retirement results in the reduc- 
tion of the quantity of money by that amount. If debts are re- 
paid to creditors other than banks, the money is piled up in idle 
cash balances. In either case, the new money is effectively re- 
moved from the channels of trade, and only an expansion of new 
investment will restore it to circulation. 

To resort to the terminology used by Mr. Ke3Ties in his 
Treatise, the second and third t3q)es of leakages are due to the 
failure of new investment to keep up with current saving. For 
when investment lags behind saving, the previous expansion of 
investment over saving is nullified, and incomes fall away again. 
The amount of leakage from this source is highly uncertain. It 
is likely to be higher in the earlier stages of depression than in 
the later stages, while in times of reasonable prosperity it may 
be nonexistent. 

Yet another form of leakage occurs when the expansion in new 
income stimulates imports from abroad and causes a net outflow 
of funds. Nor can any reliance be placed on the possibility that 
the loss of funds to foreign countries may later be restored by an 
expansion of exports. 

The relation of the Multiplier to the price level. One must 
now inquire into the relation between the Multiplier and the 
piicb fevel. The multiplying effect of new money spent in ex- 
panded investment operates through an. expansion in money in- 
comes. When these increased mon^ incomes are spent for con- 
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sumption goods, there may arise two different results. There 
will be some tendency for commodity prices to rise; but so long 
as there exists plenty of unused capacity, the expansion in the 
volume of production will be more noticeable than the rise in 
prices. If the new volume of money is absorbed into the mone- 
tary circulation before the full capacity of industrial production 
is reached, prices will show little tendency to rise save in those 
industries where output expansion is difficult. However, when 
the volume of new investment in excess of money saving con- 
tinues beyond the point where the capacity of industry is gen- 
erally utilized, the effect on prices will become vitally important. 
It is this situation which characterizes the eonunodity price 
boom. 

The significance of the Multiplier: Phase 1. The most diffi- 
cult problem of monetary theory is to discover the causal relations 
among money, business activity, and the price level during the 
short-run periods constituting the business cycle. We have pre- 
viously considered the usefulness of Keynes’ approach, which 
utilizes the discrepancy between saving and investment to show 
the impact of forces leading to changes in output and prices. 
The concept of the Multiplier may be thought of as a device for 
explaining not only the direction of changes in output and prices 
but their magnitude as well. 

The Multiplier applied to jsiblic works. Public interest in 
the Multiplier concept has been stimulated by the proposals and 
the attempts to stimulate recovery and emplo 3 Tnent during the 
depression of 1929-1939 by re»>rtmg to public works. The ef- 
fectivenes of public works as a means of expanding income de- 
pends on several factors. In order that public works shall have 
any beneficial effect upon income, it is necessary that the money 
us^ for financing them ^laU constitute a net increase over what 
would have been ^nt had the public works not been under- 
taken. The government, therefore, must obtmn funds (1) by 
boffTOwing new money j^m tenlm, (2) by borrowing savings 
wMeh otherwise would have been hoarded, or (3) by taxing in- 
dividuals who otherwise would have neither spent nor invested 
all of their inoome. Only in this way can any increase in income 
be expected. Further, Ae multiplying effect of new spending 
depends upcm the m^nitude- of the teakages whidi appear. 
Fiaally, success in the use of public works asia means of promot- 
ing a genuine business jpeccveiy depen<kt upon the degree to whkh 
the public works so anprove busing p*oq)ects that an expapalda 
in private investu^t M atiinularted. I , i ' , rl s 
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Because of the interest in public works as a means of promoting 
recovery from depression, calculations as to the increases in in- 
come which might result from a given quantity of new invest- 
ment have generally been made in terms of the immediate fu- 
ture. In such calculations the leakages have been given great 
weight in the form of assumptions as to the fraction of the pub- 
lic’s total income to be spent on consumption goods. Thus, if 
it be assumed that income receivers spend but one-half of their 
incomes and hoard the rest, the new incomes which would be cre- 
ated by a new dollar spent on public works would be $1.00 -f $.50 
-1- $.25 -j- $.125 + $.0625 + $.03125 -f . . . , or a total of $2.00. 
If it be assumed that income receivers spend % of their incomes, 
the total new income resulting from spending of a new dollar 
would be $1.00 -b $.66% -j- $.44% -(- . . . , or a total of $3.00. 
Similarly, if income receivers spend % of their incomes, the total 
additions to incomes from the spending of a new dollar would be 
$4.00. It may be assumed, as we explained earlier, that new 
spendings of money may have a fairly active turnover, moving 
from income receiver to income receiver in the course of, let us 
say, two months. Under these assumptions, it is clear that the 
main eEfect on income would be achieved within the course of 
the first .year. This approach disregards the multipl 3 dng effect 
of the new money after it has settled down and become subject to 
the gener^ income velocity. 

The Multiplier: Phase II 

Keynes’ use of the Multiplier involves two separate and dis- 
tinct concepts. The first of these we have already examined 
under the title “Phase I.” The essential question involved in 
Ph^ I is what quantity of added income may be expected as a 
result of a given volume or increment of new investment involv- 
ing new spending of money. The answer to this question is 
found in the income velocity of the rmo money. Allowing for 
leakages, the expansicm in the level of annual income should 
equal the product of the new money spent on investment and 
its hpiCpme velocity. The leakages comprise any sidetracking of 
the new money into idle hoards, debt repayments, or export, with 
ti^ result that it no longer mov^ in the cycle from income re- 
ceiver to income receiver leaving in its wake a larail of expanding 
iPjCome^ , It is deaf, that leakages in this sense vary widely with 
dialling conditions and, therefcre, are difficult to measure. 

But Keynes’ use of the Multiplier concept is broads than 
what we have discussed finder the title Phase I. This is clearly 
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indicated by his absorption in the idea (developed in his General 
Theory of Employment) that saving and investment must be 
equal, and by the pains with which he examines the question of 
the reasons for saving. Neither the idea of equality of saving 
and investment, nor his analysis of saving is essential for an ex- 
planation of Phase I of the Multiplier.^ Yet Keynes uses these 
concepts to develop the theory that fluctuations in business ac- 
tivity result from the operation of the forces tending to make 
saving and investment equal. Because of the importance which 
Ke3mes places upon the causes of saving, it is worth our while to 
digress for a moment to examine his explanation of saving. 

Factors determining the volume of savings : The propensity 
to consume. Since that part of one’s income which is not spent 
on consumers’ goods is saved, the explanation of saving requires 
an examination of the behavior of consumption. Keynes uses 
the term “propensity to consume” to indicate the ratio of a per- 
son’s consumption to a given income. He holds first, that the 
“propensity to consume” is fairly stable. Therefore, although 
different individuals receiving given incomes will spend on con- 
sumption different proportions of their incomes, on the whole 
for any given level of money incomes, the proportion of total 
income which will be spent on consumption tends to be stable. 
It follows that the total volume of saving which results from 
a given level of income is likewise stable and but little affected by 
changes in the rate of interest.® 

Because man’s habitual standards of living constitute a first 
claim upon his income, short-run increases in income are likely 
to be utilized to expand savings, provided that the previous in- 
come was sufficient to satisfy the habitual standards. Likewise, 
a decline in in(X)me will most likely cause a greater shrinkage in 
savings than in consumption. Keynes holds it to be a funda- 
mental pSycholc^cal principle that, when incoihe increases, con- 
sumption inerea^ by a somewhat smalls amount.® Therefore, 
the propensity to consume — the ratio of consumption to income 
— tends to decline somewhat with increases in income. Ke3mes 
concludes that during any given interval of time the volume of 
saving varies ^ectly with the volume of income. Moreover, 
the changes in the volume of savings will be more than propor- 
tional to the changes in income. 

’'Instead, explanation of Phaee I requires the uife of an analysis similar 
to hia "incentives to liquidity” developed in Chapter XV of his General Theory 
of MmpioymenL 

* General Theory of Employment j pp, 93-94 and 95. 
pp. 96-98. 
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The Multiplier: Phase II. When speaking of the Multiplier, 
Keynes in some instances refers to the effect of an increment of 
aggregate investment.^" In other instances he refers to the rela- 
tion of employment and income to the rate of investment.^^ 
When his exposition is designed to show the effects of a given 
increment of investment, the analysis takes the form which we 
considered in Phase I. When the analysis is concerned with the 
rate of investment, we shall call it the “Multiplier, Phase II.” 
Here Keynes’ concept of the propensity to consume is used to 
explain the flow of new income and employment resulting from 
a flow of new investment. 

Let us assume that the inarginal efficiency of capital increases, 
relative to the rate of interest, so that businessmen desire to ex- 
pand the rate of investment. Further, let us assume that the 
previously existing rate of investment was one which just 
equalled the current flow of funds seeking investment and vol- 
untarily furnished by savers. Under these circumstances the 
increased rate of investment can be flnanced only by an expan- 
sion in the flow of money (MV). Each increment of investment 
in excess of the previously prevailing rate of investment, with 
its accompanying increase in the quantity of money, will cause 
the expansion in employment and income with which we became 
familiar in our discussion of Phase I of the Multiplier, At the 
beginning we assumed that businessmen now wish to maintain 
a new rate of investment above the previous level and greater 
than that which the current rate of voluntary savings will sus- 
tain. So long as this condition continues, businessmen can main- 
tain the new high rate of investment only by obtaining from the 
banks (or from idle hoards) an ever expanding volume of money. 
Each increment or batdi of new money spent for new investment 
wiU cause an increase in employment and income as indicated in 
Phase I of the Multiplier. The public is therefore enjoying a 
constantly expanding income out of which it is able to set aside 
a larger and larger amount as voluntary savings available for 
investment. ' This increase in available savings takes place (1) 
because of the stability of the public’s “propensity to consume” 
and (2) because the expansion in investment and employment 
increases the relative share in the total income received by the 
business class, which tends to save a larger fraction of its income 
than do other income re<^ivers. 


G&ieral ' Theory of Employment, pp. 116 and 248. 
“ Ibid^ W>. 113, 348, 252, and 28L 
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It foDowB, therefore, that as the increased rate of new invest* 
ment is maintained, an; ever lai^er fraction of the funds requinsd 
to finance any given increment of new investment tib- 
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tained out of money savings, while an ever smaller amount of 
additional money (MV) will be required. As the expansion in 
income and savings continues, the new high rate of investment 
requires smaller and smaller quantities of new money, so that the 
multiplying effect on income (Phase I) arising from the new 
rate of investment becomes smaller and smaller. Eventually, 
incomes must rise to the point where the increased rate of vol- 
untary money savings wiU equal the increased rate of invest- 
ment, and the Multiplier, Phase II, will have reached its limit. 
Prom that time on, the increased rate of investment assumed at 
the beginning of our illustration, though continued indefinitely, 
will add nothing to the scale of employment and incomes. 

To summarize, each increment of new investment (in excess 
of available money savings) accomplished by an appropriate 
expansion in the quantity of money puts into operation Phase I 
of the Multiplier with a resulting appropriate increase in em- 
plosnnent and incomes. But as incomes increase, money sav- 
ings also increase, so that smaller and smaller increases in the 
quantity of money are needed to maintain the new rate of in- 
vestment. When incomes reach the point where the rate of 
saving equals the rate of investment, expanaon ceases. It may 
help to understand Phase II of the Multiplier to examine CJhart 
25, based upon the period analysis with which we became fa- 
miliar in the preceding chapter. It can be seen that ilie in- 
creased income of each succeeding pmod permits money saving 
to expand so that in each succeediug period less new money is 
required to maintain the given rate of investment. 

The Multiplier when saving exceeds investment. Just as the 
princifJe of ^e MultipKesr operates to inere^ employment and 
incomes to tiie point where saving equals investment whenever 
nmn^ investment ten<k ta outrun voluntary saving, the reverse 
is true when voluntary saving tends to exceed investn^nt. T« 
illustrate this, let us suppose that a previously existing equilib- 
rium in which saving and investment are equal is disturbed by 
an increase in the intCTest rate which reduces the rate of invest- 
ment. Since saving will not be reduced, saving will exceed in- 
vestment, and the Multiplier will operate to bring a reduced level 
of emplo 3 nnen^ and inccone. 

The immediate result of an exce® of saving over investment 
is scane'pihng up of cash balances m the hands of savers. Be- 
cause Ci the shrinkage in investment, the flow of saved funds 
into c<«Msumers’ income is intaTi:q>ted. This in turn leads to a 
redicydn^sf expenditut^ifca’ consumers’ goods, an accumulation 
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of unused stocks of merchandise, the lowering of prices, output, 
and profits. If businessmen (and others) were willing promptly 
to reduce the size of their cash balances as idle savings were 
accumulated, it might serve to offset the effect of the excess of 
saving. But nothing in the situation is likely to induce them 
to do this. The result of an excess of money saving over in- 
vestment, therefore, must be a decline in incomes and employ- 
ment. Each businessman who attempts to minimize his losses 
by reducing output causes a further shrinkage in incomes. When 
a decline in the rate of investment leaves a quantity of idle, un- 
invested savings, the level of employment must fall to the point 
where the reduced cash balances (exclusive of the hoarded sav- 
ings) bear an appropriate and acceptable relation to the com- 
munity’s income and expenditure. Thus, the Multiplier, Phase 
I, operates to reduce employment, incomes, and prices wWever 
saving exceeds investment. 

Even after the level of employment and income shrinks to the 
point where the reduced, nonhoarded cash balances again are 
normal and acceptable in relation to income, the level of in- 
comes may still remain high enough to induce a rate of saving 
which exceeds the new lowered rate of investment. Therefore, 
the sequence of an excess of saving and falling employment which 
characterizes Phase I of the Multiplier continues as long as new 
quantities of hoarded cash savings accumulate. Only when the 
level of employment and income falls to the point where the rate 
of saving just equals the level of investpaent will a; new equilib- 
rium position be reached. This is the result of the Multiplier, 
Phase II, which operates to adjust the level of income so that 
saving and investment are equal. This is illustrated in Chart 
in which it may be seen that shrinkage in income gradually 
caus^ money saving to decline to the point where it just equab 
the reduced rate of investment. 

The accderation principle. In the foregoing illustrations of 
the operations of the Multiplier, it was assumed that the disturb- 
ance to a state of equilibrium in which saving and investment 
were equal arose out of either a change in the rate of interest or a 
change in the marginal efficiency of capital It was assumed that 
when a disturbance in either of these two important factors oc- 
curred, die Multiplier operated to restore equilibrium. But the 
situaticm is more Simplex than this. If, for example, a decline in 
the rate of interest leads to an increased rate of new investment 
and an expanaon in incomes and business activity, there is almost 
obtain to follow some improvement in profit expectations, There 
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Chabt 26. The Multiplier— Phase II: Rate op Saving Above the Rate 
OF Investment. 


appears, therefore, a new and cumulative incentive to expand 
investment. The new employment which arises from the opera- 
tion of tiie Multiplier upon this additional investment merges 






532 CHANGES IN EXPECTATIONS AND OUTPUT 

into the original increase. This cumulative expansion in invest- 
ment and employment is sometimes described as the principle 
of “acceleration.” It is obvious that the acceleration principle 
operates in the opposite direction to reduce investment and in- 
comes once a decline in investment below saving appears and a 
fall in output, incomes, and prices gets under way. 



Chapter XXXV 


THE RATE OF INTEREST AND 
THE PRICE LEVEL 

B ecause of tke manner in which modern monetary systems 
are set up, with bank credit comprising the main part of the 
supply of effective money, it is inevitable that the rate of in- 
terest should occupy a strategic place in monetary theory. In 
the quantity theory approach, changes in the discount rate pro- 
vide the means of converting a change in the supply of standard 
money into a corresponding change in the quantity of bank 
credit. In the income approach, it is the interest rate that 
is the determinant of the cost of expanding industrial output 
and incomes. In almost all plans for exercising monetary con- 
trol, the discount rate plays an important part. 

It would be presumptuous in the limited space which can be 
taken here to pretend to analyse with any completeness or with 
any high degree of exactness the factors which determine the rate 
of interest. The explanation of the long-term interest rate has 
properly been the subject of long and careful study in the field 
of general economic tlieory. It is appropriate here merely to 
mention the more generally accepted explanatkais arrived at by 
the economic theorists and to examine the more strictly monetary 
aspects of the int^st rate. 

The EquUiJbrmm Rate of Interest 

Under any given circumstances, there is some rate of interest 
at which all money savings will be demanded for investment. 
Such a rate of interest which equalizes money saving and in- 
vestment is known as the “equilibrium” or “natural” rate. It 
is convenient to differentiate l^tween an equilibrium rate of in- 
terest which tends to equalize the rate of saving and investment 
in the long run, that is, the rate which tends to keep the level of 
saving and investment equalized over a long period, and the 
diort-riin equifibriun^ rate which equalizes money saving and 
investment during different stages of the business cycle. 

833 
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The long-run equilibrium rate. The long-run equilibrium 
rate of interest tends to be relatively stable. Like any other 
price, it is determined by the forces of supply and demand. The 
supply of capital available for investment in the long run is the 
result of voluntary saving by income receivers who, for various 
motives, choose to refrain from spending on consumption all 
of their current income. At some point the saving of added 
amounts becomes irksome, and, to overcome this irksomeness 
of saving the marginal units of capital, some reward must be 
offered. This necessary reward is the “supply price” of capital, 
for without it the supply of savings needed to satisfy the demand 
would not be forthcoming. Because of the greater irksomeness 
of saving increased amounts, greater rewards, in the form of 
higher interest rates, are required to obtain an increased volume 
of current savings under given conditions. 

The demand for capital rests primarily with the businessmen 
who anticipate that new investment in capital can be made to 
yield a net return.^ Because of the operation of the law of 
diminishing productivity, added amounts of capital used by 
businessmen will have smaller and smaller marginal products, 
other things remaining equal. Beyond a certain point,* there- 
fore, businessmen will expand their use of capital only when they 
can get it at lower rates of interest. That rate of interest which 
equalizes the long-run rate of saving and investment is the 
long-run equilibrium rate. 

The short-run equilibrium interest rate. The short-run equi- 
librium rate of interest is one that will bring into equality the 
short-run or current money savings and current investment. In 
contrast to the rdative stability of the long-run equilibrium rate 
of interest, the short-run equilibrium rate tends to be highly 
unstable.* The instability in the short-run or cyclical equilib- 
rium rate of interest arises not so much from fluctuations in the 
volume of saving, which Keynes properly points out as respond- 

1 Thia statement disregards the place of ocmaaimer borrowing that must be added 
to business borrowing to make up the total demand for savings. In times of war, 
the borrowings of the government rnay qnite overshadow the capital demands of 
businessL 

is well to remember that our discussion of long-run and short-run equi- 
librium rates of interest does not refer to the difference between the interest rate 
on long-term and short-term loans. The loan market, at any given time, con- 
tain a number of different subdivisions within which fall loans of different ma- 
tunties. These loans are arranged according to the requirements of borrowears 
and lenders. The rate of interest generally is lower for short- than for long- 
maturing loans because of their liquidity to the lender and their inferior ad- 
vantages to the boiTowera 
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ing primarily to changes in the level of money incomes, as from 
changes in the willingness of entrepreneurs to invest in capital 
goods. The changes in profit expectations which occur in the 
different stages of the business cycle, therefore, may properly be 
credited with the responsibility for the instability of the short- 
run equilibrium interest rate. 

Whenever the actual or market rate of interest diverges from 
the equilibrium rate, disturbances appear in the economic struc- 
ture. When the market rate is below the equilibrium rate, in- 
vestment expands beyond current money savings, and money 
incomes, prices, and output tend to rise. Whenever the market 
rate is above the equilibrium rate of interest, investment falls 
below saving, and money incomes, prices, and output fall. The 
explanation of cyclical movements in business activity,' there- 
fore, would seem to demand an inquiry into why the market 
rate and the short-rim equilibrium rate of interest fail to coin- 
cide. We have already suggested that the short-run equilibrium 
rate is highly unstable during the different stages of the business 
cycle. It is enough for our purpose to'recognize this instability 
without attempting to probe deeply into the nonmonetary causes 
that lie behind it. The general causes behind cyclical fluctua- 
tions in busmess expectations are the subject of specialized study 
in buaness-cycle literature and are beyond the scope of a study 
of monetary theory. It is desirable, however, to inquire into 
the forces that determine the market rate of interest and the 
reasons why it fails to equal the equilibrium rate. 

The Market Raie of Interest 

Before examining the general principles behind the determi- 
nation of the market rate of interest, it is well for us to remember 
that in reality there are a multitude of market rates, each ap- 
plicable to loans of a different degree of risk and of a different 
maturity. These rates are maintained in an appropriate al- 
though by no means a fixed relation to each other in the light of 
existing borrowers and lenders. If short-term rates become too 
high in comparison to long-term rates, some individuals will 
borrow at long term and lend short. The opposite will occur 
if short-term rates become too low. This will be discussed 
further on page 550 following. What we say about the market 
rate of interest, therefore, applies to the general behavior of these 
separate, individual rates. 

The market demand for investment funds. Under any given 
sett of circumstances, the denmnd for investment funds may be 
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represented by the conventional demand curves shown in Chart 
27. The demand for funds by entrepreneurs reflects the demand 
for capital goods. Because capital responds to the law of di- 
minishing returns or diminishing productivity, larger amounts 
will be put to use, other things being equal, only at lower rates 
of interest. The absolute amounts of capital which entrepre- 
neurs will require at any given schedule of interest rates depends 
upon the expectations of general productivity of new capital to 
its owners. Thus, when new inventions, new supplies of nat- 



ural resources, or a growing population characterizes the period, 
the general level of productivity of capital increases and is indi- 
cated on the chart by moving the demand curve to the right. 
Thus, UD' indicates an .increase in the attractivene^ of new 
invednppt But of vastly greater importance in explaining the 
cyclical chaj^C^ m .the locaimn of the demand curve is the fluc- 
tuation in profit espeetafiena > During the , upswing of business, 
profit expectations from new liiveetihent are high, and the de- 
mand curve for capital moves sharply to the right; During the 
downswing, expectations of profits from new investment fall 
sh^ly, and the demand curve moves to the left (D"D''). Con- 
tributing heavily to these changes in the location of the demand 
curve for investment funds are, of couisei, changing levels- of 
prices, fiegardless of the originating cause Of changes m profit 
espeetaiions, once the -tqrclical mov&oamt logins, accompanying 
changMi in pric^ accentuate the diange in profitt espeOtarions 
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and cause the movement to become cumulatively greater. The 
forces operating to cause violent and sudden changes in the de- 
mand for capital are the same ones that are responsible for 
changes in the equilibrium rate. 

The market supply of investment fimds. The amount of 
funds offered for investment during any given period is not a 
fixed amount but varies with the rate of interest. The supply 
curve of investment funds, therefore, resembles any other supply 
curve in that it slopes upward and to the right, as is shown in 
Chart 28. 

The primary source of investment funds is the money savings 
of income receivers. These funds, however, are not necessarily 
offered for investment regardless of the interest rate. On the 
contrary, a low rate of interest will reduce the willingness of 
savers to lend or invest their funds. Like any person having an 
existing supply of something that may be offered or withheld, 
the savers of money have their “reservation prices.” If the rate 
of interest is high, they are encouraged to lend or invest a 
larger volume of their savings than if the interest rate were low. 
Three separate reasons help to explain why savers may refrain 
from lending or investing their funds at low rates of interest. 
Tirst, any lending or investing of funds involves a certain amoxmt 
of cost and trouble. Unless iLe promised or expected rate of 
return is in excess of the cost of making and administering the 
investment, savers are better off if they simply hoard their sav- 
ings in cash and avoid investment altogether. Second, in most 
private investment there is some degree of risk of loss of income 
or principal. Unless, therefore, the expected returns over the 
cost of making and administering the loans are sufficient to com- 
pensate for the risk, savers will prefer to hoard rather than to 
invest their cash savings. Finally, there is the question of the 
future interest rate. Even thou^ the ruling interest rate is 
high enough to iqovw risk and- cost of administration, savers will 
still refrain from long-term investment if tiiey believe that the 
interest rate is likely to rise in the near future. The reason for 
this is not hard to see. Whenever the saver believes that the 
cost of waiting (that is, of going without the interest that could 
be earned by lending at the current rate) is less than the gain 
to be derived from the increased interest rate, he will prefer to 
hold his money idle until interest rates rise. The strength of 
this motive for postponing investment will depend upon (a) the 
difference between the current and the expected interest rate, 
and (6) the length of time before the increased rate of interest 
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is expected to become a reality. Thus, if the expected rise is 
small, or if the interval of waiting is expected to be long, the 
motive to postpone lending is small.® This tendency of savers 
to hold out for higher rates of interest partially explains the 
positive slope of the supply curve of loanable funds. 

In our present economic society, equipped with a modern and 
flexible banking system, the sources of new loanable funds is 
not limited to those saved by income receivers. Within the 
limits set by their available reserves, banks can expand their 
loans and investments by creating demand deposits. The banks 
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are actuated by motives which closely resemble th(Ke of indi- 
vidual saver-lenders. First, unless the rate of interest is high 
enough to cover the administration costs and risk, they will not 
expand their loans and deposits. Second, although not particu- 
larly influenced by the expectation of higher interest rates in 
making short-term loans, banks cannot be oblivious to the dan- 
gers of 1 q® OB bond investments that,. result from ridng interest 
rates. This risk of lo^ on long-term, investments explains why 
an increase in the volume of bank reserves sometimes results in 
very low rates of interest on short-term loans while leaving the 
market rate on long-term loans but little affected. 

The general dhape of the supply curve for loanable funds is 

® This is what Keynes calls the "speculative motive” for holding cash. Qf . his 
General Theory of Employment, N6w York, Harcourt, Brace Co., 1^, pp. 
170^171. • 
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influenced by risk factors, administrative costs, and the prospec- 
tive interest rate. The location of the supply curve is deter- 
mined by the supply of loanable funds made available by savers 
(current and past) and the banking system. Referring to Chart 
28, if rising incomes lead to increased saving, the supply curve 
moves to the right (S'S'). Falling incomes, on the other hand, 
lead to reduced savings and cause the supply curve to move to 
the left {S"S"). A rise in bank reserves, increasing the ability 
of banks to expand loans and investments, helps to move the 
supply curve to the right, while a shrinkage in reserves has the 
opposite result. Hence, the import of gold, the purchase of 
bonds by the central bank, or a reduction in the central bank 
rediscount rate that cheapens the cost to banks of expanding 
reserves tends to move the supply curve of loanable funds to 
the right. An export of gold, the sale of securities by the central 
bank, or a rise in the central bank rediscount rate tends to reduce 
the ability and willingness to lend and hence causes the supply 
curve to move to the left. 

The market rate of interest. Following the familiar supply 
and demand analysis, it appears that the market rate of interest 
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Chart 29. The Determination of the Market 
Eatb of Inteieest. 

•for any given type of loan is fixed at the point of . intersection of 
■the supply and demand curves as djowa in C3iart 29. If the 
demand for loanable funds is smal, owing to a worsening of 
busine^ progrpects, the intersenstida df the supply and demand 
curves ait a 'low rate, of interest. But at this rate some 
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savers may prefer to hoard their cash savings. Reduced demand 
for short-term loans and the danger of loss on bond investmente 
may prevent banks from expanding their loans to counteract the 
hoarding of savers. Savings thus accumulate as idle hoards 
because of the impossibility, under the circumstances, of bring- 
ing the market rate of interest down to the level where all money 
savings will be taken for investment. Attempts to lower the 
market rate usually take the form of enlarging the volume of 
bank reserves by appropriate central bank or other monetary 
policy.' Such action may succeed in encouraging an expansion 
of money investment (and thus in offsetting the hoarding prac- 
ticed by savers) through the encouragement of short-term in- 
vestment in current capital goods by businessmen on the basis 
of commercial bank loans, and through the purchase of bonds 
by banks. But when the demand for new capital is very much 
reduced (for example, the equilibrium rate of interest may fall 
to zero in times of acute depression), it becomes impossible to 
force the market rate down to the equilibrium rate. 

On the other hand, when business prospects improve, the de- 
mand curve for loanable funds is shifted to the right In such a 
case, the equilibrium rate of interest, which would balance money 
savings against investment in capital goods, tends to rise. Al- 
though the market rate, in such a case, may rise sufficiently to 
call into use all of the current money savings, it is not likely to 
ri^ to the point where such savings satisfy the demand for funds. 
The ri a ng rate of interest wiE result in the appearance of new 
ftm<te in the investment market. First, the improved market 
rate of interest will call out of hoarding the idle cash represent- 
ing old savings which were not invested. Furthermore, if the 
banking system is well supplied with excess reserves, it will re- 
spond readily to the increased demand by expanding its loans 
and its deposits. The willingness of banks to lend at rates be- 
low the equilibrium rate further stimulates investment both in 
short-term form through comma-cial loans and iii long-term 
form throu^ the jl^anir lc»n^ to q)eeulators and 

others purchasing securiti^ : i ! , , 

Deviation of the maifeet rate natural rate: correc- 

tions. Economic analysis of the equffitwtim type proceeds on 
the assumption that disturbances to equHihriisn bet into operai* 
tion automatic corrective featjes. Can th^^^me asstmiption bh 
apjffied to a situati^ in which the noMket rate ©f intaest has 
departed • from the eqidlibrium c« natural rat^ |t|s , sup- 
pose that, because of an inereased quantity of mtmey, the 
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rate of interest falls below the natural or equilibrium rate, new 
investment increases, bank credit expands, and prices rise. To 
restore balance, one of two things must happen : the market rate 
of interest may rise, or the equilibrium rate of interest may fall. 

A decline in the equilibrium rate of interest requires either an 
expansion in the volume of saving or a decline in the earning 
capacity of new capital. But neither of these changes will re- 
sult directly from the lowered market rate of interest. On the 
contrary, saving is discouraged, while wind-fall profits, which 
result from the expansion in investment and credit, tend to in- 
crease rather than decrease the desire to invest. Of special im- 
portance is the effect of rising prices on profits, which over- 
shadows, for a time at least, the tendency toward diminishing 
productivity of the increased supply of capital. The equilibrium 
rate of interest, therefore, tends to become higher instead of 
lower, so that an early restoration of equality between the market 
and equilibrium rates can hardly be expected to occur because 
of a fall in the equilibrium rate.'* Nevertheless, there will ulti- 
mately appear forces which do tend to bwer the equilibrium 
rate of interest. First, the rate of saving will increase as in- 
comes rise under the impact of the increased rate of investment. 
Second, the expanded rate of investment eventually bears fruit 
in the form of a constantly expanding capacity to produce 
finished goods, which in turn weakens the advance in pram. 
When this fact is coupled with the growing inefficiency and waste 
so common during boom periods, profit margins and tiie 

advantages of new investment decline. 

Other adjustments tending to equalize the market and the 
equilibrium rates of interest appear in the forfii of changes in 
the market rnte. The exi)ansion phase, assumed to have been 
brought about by a market rate of interest below the equilibrium 
rate, leads to a ;^adimi exhaustkm of the excess reserves of the 
banking system. reserves are required to support the in- 

creased volume of deposits, and some drain of reserve cadi into 
eipeulation ooctirs. If an international gold standard is in oper- 
ation, an expfmBion in credit and a rise in domestifi prices may 
cause an espwt of gold. 

*Cf. Wicksell, Enuli, Interest and Price*, Londpri^ ^aomflkn & Co., Ltd., 1936, 
be feoWe that ajc'’ permsofet faH fc tlie market rate of mteresfc 
^tdP 4o:eame m rvalin^ted' Be bolds that any 
mtoraticm of eqmaily market and the' ‘^twal" rates of mteiest 

prohahly! must idweSEid ttpoa a rise M' the maA%t rate. For a like viev, 

<5. iRoutledge & Sons, 1936, 
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During some periods of expansion, a shortage in bank reserves 
and a rise in the market rate of interest clearly operate to restore 
equality between the market and the equilibrium rates. On the 
other hand, some periods of prosperity are terminated more be- 
cause of industrial dislocations causing a decline in profit pros- 
pects and therefore in the equilibrium rate of interest than be- 
cause of tight money. 

The preceding discussion has dealt with the effects of a market 
rate of interest that is below the equilibrium rate. Perhaps it is 
appropriate to call attention to the opposite effects that one may 
expect when the market rate is higher than the equilibrium rate. 
In such a case, saving outruns investment, and prices, incomes, 
and business activity decline. The worsening of profit prospects 
accentuates the difference between the market and the equilib- 
rium rates so that the condition of business becomes cumulatively 
worse. If the market rate of interest can be reduced sharply by 
appropriate monetary policy, a correction may be achieved; for 
if the long-term market rate can be reduced below the equilib- 
rium rate, the descending spiral of deflation will be broken. But 
in times of acute depression, capital may have a marginal product 
of zero or less. Then no recovery can be had without a rise in 
the equilibrium rate. However, the using up of inventory stocks 
may have processed to the point where new short-term invest- 
ment again becomes necessary. Prices may cease falling; old 
capital becomes obsolescent and worn out while new forms of 
greater productivity appear; depression brinks incomes to the 
point where the rate of saving is curtailed. Gradually, therefore, 
there emerge forces that operate to raise the equilibrium rate of 
interest. In the meantime, the market rate tends to decline as 
depression causes excess reserves to accumulate in the banking 
system. 

The equiI3)rium rate and economic equilibrium. The original 
use of the term naturd rate of interest implied not only that it 
resulted in an equality between saving and investoient but also 
that it represent^ an equilibrium rate providing the best possible 
(K)nditions in the economic wotM. So long as the market rate 
was maintained equal to the natural rate, prices' tvould presum- 
ably be stable, fluctuations in business activity would be avoided, 
and there would exist full employment of the fattbrs of produc- 
tion. Furthermore, the term naturd rate gives the impression 
of fixity and stability. \ 

, As we saw in the preceding analysis, the short-run natural or 
equilibrium rate is highly unstable because it fluctaat® witih 
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business expectations. It is high during periods of prosperity 
and low during depressions. It is affected by the changes in the 
level of incomes which accompany prosperity and depression. 
Therefore, such an equilibrium rate, which establishes an equality 
between saving and investment under any given circumstances 
of income and business expectations, can by no means be said 
to be in the basic sense an equilibrium rate around which the 
market rate fluctuates and to which it constantly tends to re- 
turn.' Moreover, the idea that an equality between the market 
and the natural rates of interest would not only abolish fluctua- 
tions in business but also would provide full employment is open 
to criticism. A rate of interest that equalizes current saving and 
investment merely stabilizes business activity at its existing level. 
If the level of activity is one of less than full employment of the 
fadtors of production, the equilibrium rate would merely per- 
petuate it. 

But if the short-run equilibrium rate is merely one that would 
perpetuate the existing level of money incomes^ cannot more 
be said for the long-run equilibrium rate? Such a rate, if 
achieved, would over a long period of titne bring savings and in- 
vestment into equality. In such a case, would not cyclical fluc- 
tuations then be but deviations from the normal trend of full 
employment? Mr. Keynes suggests that such need not be in 
fact the case.® For example, modern economic society when fully 
employed might find itself saving a larger -fraction of its money 
income than can find outlet in capital investment at acceptable 
rates of interest. “Economic maturity,” in the form of disap- 
pearing frontiers of natural resources, and stable population may 
limit the investment opportunities at home while economic na- 
tionalism and war may prevent sizable outlets abroad. In such 
a case; the excess of money ^vings over investment will force 
down ineon^, prices, output, and employment until money 
savings just* equal money investment. Equilibrium, therefore, 
is achieved at a low level of empb3unent, and chronic stagnation 
becomes unavoidable without government spending to bolster 
new investment. The long-run equilibrium rate of interest that 
promises to pj^omotfe full employment, therefore, is one that will 


5 D. H. Robertson refers to the natural rate at any‘ given time as a qucm-^ 
equiUbriym rate. For an illuminating discussion of the relation between the 
market, and the naturaf iptes, jsee his “Industml Fluctuation and the Natural 
Rate of Interest/' Journal, December, 1934, reprinted in his Essays in 

Monetai^ Tkeo^; LkMdbh, F. S, King & ^n, Ltd., 194D. 

>« Cfl his theory oj Emphyntent, pages 397-309. 
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cause to be invested all of the money savings that appear under 
conditions of jull employment. The avoidance of “secular stag- 
nation” in modern society, dependent solely upon private invest- 
ment, requires a long-run market rate of interest equal to this 
long-run equilibrium rate. 

The Relation of the Discount Rate to the Price Level 

In the preceding section we examined the relation between 
changes in the long-term interest rate and the price level. When- 
ever the long-term market rate differs from the equilibrium rate, 
changes occur in the level of investment, business activity, 
and prices. But it is insufficient to establish an explanation of 
business and price changes in terms of the long-term interest rate 
alone. Monetary changes have a direct influence only upon the 
rate of interest charged by banks. This means that it must be 
largely through changes in the short-term interest rate that 
changes in the quantity of standard money can influence the level 
of business activity and prices. 

The necessity for a satisfactory explanation of the effect of the 
short-term loan rate, or discount rate, upon busiaess activity may 
be dearly seen in connection with two common monetary prob- 
lems. Fot instance, to explain the operation of the international 
gdd standard, it is necessary to diow that gold movements put 
in motioh forces that diortly lead to sudi adjustments and cor- 
recticms in the balance of payments as to check the flow of gold. 
If gold moves into a country because of a favorable balance of 
paimients, prices and business activity must expand enough to 
increase imports and check the inflow of gold. But the direct 
effect of spending the proceeds of such gold imports may be small. 
Only when there is an expansion of bank credit upon this new 
gold will the normal effect upon prices be felt. Without some 
stimulating effect from a fdl in the discount rate, this expandon 
of bank credit will not occur. Another example, of the need for 
demonstrating. ai«mTOctk)ii between the d^count rate and the 
price levd is fbuiid>ih'ahbm9pts>ft@)stdbiiize budness and prices 
through nmetaffy iuid 'Wnafcnigi poBcy^ iSiich .policy operates 
by affecting the sire of thia id turn influences 

the short-term loan rate oi the banks. . 

Methods of approach. .1^ 

rmed to attack the probkm of; the wAie; Jl.^un!t rat® 

to business activity and prices. • F^rst, bps ;id>ffisfebv^ 

reasons for believing that changes m 
will encourage or diseem^e investamtj 
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traditional, self-liquidating type are made to enable borrowers 
to expand their stocks of liquid capital goods. Therefore, 
changes in the discount rate may influence the volume of invest- 
ment in such short-term capital. Second, the effect of the dis- 
coxmt rate on investment and business activity may be traced 
through its influence on long-term interest rates. 

The effect of changes in the discoiint rate on marginal busi- 
ness undert^ngs. Perhaps the explanation most commonly 
advanced is simply that changes in the discount rate change the 
willingness of businessmen to borrow funds for business purposes. 
A higher rate diminishes the advantages of borrowing while a 
lower rate makes borrowing more profitable. Because many 
business undertakings are marginal in nature, a change in rate 
will tip the balance in one direction or the other. The limitar 
tion of this form of explanation- lies in the failure to designate 
which part of the economic structure responds to changes in the 
discount rate. 

The influence of the discount rate on speculation. An at- 
tempt at greater realism takes the form of relating changes of the 
discount rate to speculation. A decrease in the discount rate 
encourages speculative borrowing while an increased rate dis- 
courages it. The sequence following an increase in the quantity 
of standard money might be said to be: (1) the decline in the 
rate on short-term loans, particulaiiy in the central money mar- 
kets, (2) a stimulation of the speculative markets, (3) the rise 
in prices of securities and the appearance of new issues, smd (4) 
the rise in consumers’ incomes as a result of an expansion in in- 
vestment.' Coupled with this may be an increase in commercial 
borrowing, if the temper of business is favorable to expansion. 
Moreover, unless absorbed readily by an expansion in speculative 
and commercial loans, excess r^rves may induce the banks to 
purchase securities and thus increase their price. This develop- 
ment eneour^^ new security i^es and the expansion of invest- 
meait, . ’ 

On the other hand, a reduction in the size of bank reserves 
ten^ to cause a r^ ini the disocmt rates for speculative and 
oommSenaal bmixiwmg and thus reduces the pnofitableneBS of sudi 
Iwitowing. Moreova?,; the banks will exerei^ greater caution 
th^ before, refusmg outright -feo make new 'loans involving 

Edie, Lionel D., Money ^ Bank Credit, and Prices, New York, Harper & 
see Al&red, ^videinoe b^ore the Gold 

Miicmilto A Go., Ltd., pp. 
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greater risks and pressing some borrowers for repayment. In this 
manner, changes in the lending standards of the banks supple- 
ment the effects of changes in the discount rate. 

Does a rise in the discount rate restrain speculative and com- 
mercial borrowing? One may criticize the view that changes in 
the discount rate wiU influence sufficiently the volume of specu- 
lative and commercial borrowing to induce marked changes in 
business activity and the price level. For example, it is improb- 
able that a reduction in short-term interest rates from, let us 
say, 6 per cent to 4 per cent would be of any great significance in 
determining whether or not the scale of operations of a business 
enterprise should be expanded. The interest on short-term loans 
can hardly constitute a very large part of the total production 
costs of the average industrial firm. If one assumes that the 
ratio of fixed to current capital of a firm is one to one, and that 
one-half of the current capital represents bank loans (a liberal 
estimate), only one-fourth of the total capital is exposed to the 
change in the discount rate. A decline in the rate from 5 per 
cent to 4 per cent reduces the cost of obtaining current capital 
by Ho and the average cost of the total capital by only If 
this change in capital costs be averaged in with other operating 
costs, the net effect upon the manager’s decision as to the de- 
sirability of expansion seems unlikely to be decisive.® A similar 
question may be raised in respect to the assumption that a change 
in the rate of interest charg^ on stock market loans will lead to 
apy marked expansion or ccaitraction of such loans. A bullish 
3Q3ari£et will re^nd favorably to a lower rate but is unlikely to 
feel much restraint from a modest increase. On the other hand, 
a beari^ market wiU receive little stimulation from a lowered 
inter^t rate. 

Of greater importance than changes in the discount rate may 
be the difference in treatment of the “fringe of unsatisfied bor- 
rowers,” to Keynes’ expression. When reserves are plenti- 
ful, such borrowers receive more favor^le attention as bankers 
adept a more lenient attitude. When resarves* are- scarce, the 
“unsatMed borrowers” beoenne more numerous as bankers 
t^ten their credit requirements. A con^erable variation in 
the volume of bank creffit may oc«ir, therefore, regardless of the 
response of businesmen to the discount rate. 


8 CJf. Ebersole, J. "The Lafluence of Interesi Rates upon Bntarepr^neunal Pe- 
, eisions,” summarized in the Americm Eamomic Msurehv Qt^pie- 

ment, pp. 74r-75, ^ I 
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Hawtrey’s explanation of the operation of the discount rate. 
Hawtrey seeks to explain the effect of changes of the discount 
rate upon business activity and the price level by concentrating 
attention on the segment of the business community that he 
believes to be most exposed to changes in the cost of short-term 
borrowing. He concedes that manufacturers in general axe rela- 
tively insensitive to changes in the discount rate. But this in- 
sensitivity does not extend to the wholesale dealer. In com- 
parison with the value of the inventory of merchandise that he 
carries, the wholesaler’s profit margin is small. Moreover, these 
stocks of goods are largely carried with borrowed funds. Be- 
cause of the smallness of his profits in comparison with the vol- 
ume of borrowed funds required to carry his inventory, tte 
wholesaler’s costs are vitally affected by changes in the short- 
term loan rate. 

■*The wholesaler requires a substantial inventory for conven- 
ience in meeting customers’ requirements, but the size of this in- 
ventory is not rigid, and it may be varied somewhat with changes 
in the cost of carrying it. Some inconvenience may seem prefer- 
able to incurring higher costs. An increase in the short-term 
interest rate wiU reduce the profitableness of carrying existing 
stocks and cause the middlenaan to postpone or reduce the scale 
of his purchases. A reduction in new orders by the middleman 
has an immediate effect upon the manufacturer’s scale of output 
and his need for bank credit. The wholesaler, or middleman, can, 
without serious inconvenience, permit a considerable shrinkage 
in the size of his stocks. Hawtrey believes that a sharp increase 
in the discount rate may even overcome the effect of prospective 
profits growing out of rising prices. To profit from rising prices, 
iperchants must hold goods longer than normal and are thus ex- 
posed to a certain increase in costs in order to obtain an uncer- 
tain, speculative gain.® Hawtrey likewise believes that security 
dealers, buying and selling on a narrow and uncertain margin, ^e 
especially exposed in changes in riiort-term money rates. 

To summarize Hawtrey’s view, changes in the volume of 
money affect the rize of bank reserves, which in turn causes 
changes in short-term interest rates. Wholesalers and other noid- 
dlemen change the volume of their investment in merchandise in 
response to changes ih the short-term interest rates. Changes in 
the volume of euimt , purchases of m^chandise by middlemen 

•^Hawtirey’s Mae , of . reasoiimg aeed not necessarily be limited to wholesale 
desdeis^^djmiddieBQ^jIbut is applicabte to any person who holds goods. Cf. 

E. Modm BunMkg, Dmdon, (Mord University Press, 1^, p. 148. 
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cause changes in the volume of output of industrial firms. The 
result is a change in consumers’ incomes and outlay and in the 
price level. Hawtrey by no means denies that changes in the 
long-term interest rate influence the volume of long-term invest- 
ment and, through it, incomes and prices. But he is interested 
in showing how changes in the discount rate can affect the vol^ 
ume of business activity in a relatively short space of time.^" 

Ke 5 nies’ explanation of the effect of the discormt rate. 
Keynes’ explanation of the effect of the discount rate on the price 
level is somewhat different from those which we have been ex- 
amining. First, he holds that changes in the rate of interest 
charged by the banks on short-term loans induce corresponding 
though somewhat smaller changes in the long-term interest rate. 
Second, changes in the long-term interest rate mean a change in 
the rate of interest at which the income from durable goods and 
securities will be capitalized. Thus, an increase in the discoufit 
rate will cause a rise in long-term interest rates, which in turn 
causes a fall in the capitalized value of income-producing prop- 
erty. 

'The demand price of capital goods depends upon (1) the an- 
ticipated net yield and (2) the rate of interest at which this 
anticipated yield is capital!^. An increase in the discount rate 
of 1 cent should cause a rise in the long-term interest rate by 
at least % of one per cent. This in turn should cause an average 
fall of 2% per cent in the price of new fixed capital goods. Be- 
cause of the ease of postponing the purchase of capital goods, a 
modest decline in their v^ue must discourage their purchase and 
production. Particularly, Keynes holds, will sudden shifts in the 
long-term rate of interest vary tine ability of underwriters and 
borrowers to sell securities whenever sudi changes are expected 


a sfcatemeat of Hawtrey^s position, see bis Currency and Credit^ New 
York, Longmans, Green & Co, 1928, 3rd ed., pp. 24r-27, bis Good and Bad 
Trade, London, Constable k Co., Ltd., 1913, pp. 61-63. To support hie conten- 
tion that middlem^ are eepecsg^fer exposed to dianges in interest rates, Hawtrey 
cites data given m Prefesaor M, T- Copland’s princ^e of Mojy^nd^mg, New 
York, A. W. Shaw Co., 1924. In the wholesale ^CK?ery trade, gross profits on sales . 
amounted to between 11 and 12l per dent, net profit varied between 4 and 6 per 
c^t, while interest paid aanouated to between 1 j 5 to 1.7 per 6ent ^ sales. ' In the 
wholesale dilg business,, gross profits were 17 per ‘oent ^ ^ profits.wero* 

between Y and 1-1 per cent, and int^r^ p^d wan ^twe^ 1J9 Sfdd 2-4 per ^ceiit^ 
In wholesale dry goods, gro^ i^rOfiW tvdre it per cent ot ifiet promts were 
I per cent, sBd interest paid vias~2.S per cent. Tn^wlidl^Salh-atilO^o^^ 
ment, gross profits were 24:9 per cent of sales, net profits were 1.6 per o^, «i^d 
inter^ paid was 2 per oent. Tber^ore, he argues* any change fc^iort^eriBr i^er- 
est rates will ea^y influence the size of net paeote 
New Mode, hm^fstsms. Green 4: Co;, 19^, \ < ^ t ^ 
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to be temporary. Only when the rise in the market rate of in- 
terest is counterbalanced by an equal rise in anticipated earn- 
ings from capital (which might occur if prices are rising) would 
the higher interest rates fail to cause a fall in the price of new 
fixed capital.^^ 

Keynes’ view, therefore, is that a change in the discount rate is 
reflected in the change in long-term interest rates. This in turn 
(1) affects the price level of capital goods and (2) changes the 
rate of new investment. A rise in the rate of interest discour- 
ages investment; savings become greater than investment; and 
consumers’ incomes, employment, and prices of consumers’ goods 
falL A decline in the rate of interest causes just the opposite 
results. 

Keynes believes that the main response to a change in the long- 
term or bond rate of interest will occur in the building, transport, 
and public utility industries rather than in manufacturing. The 
effects are accentuated, moreover, by the reaction of underwrit- 
ers who accept new issues freely if security prices are rising (the 
bond rate falling), and refuse new i^ues, even though borrowers 
may be willmg to pay higher interest rates, if security prices are 
falling.’-* Only when the long-term or bond rate of interest rises 
above or. falls below the “natural” rate, of course, will it cause 
changes in the rate of investment and in the price level. He does 
not claim, however, that changes in the bank rate can cause any 
instantaneous adjustment in investment and the price level. 

Keynes agrees that changes in the short-term interest rates 
noay influence somewhat the volume of investment in working 
capital and liquid merchandise stocka Unlike Hawtrey, he does 
not believe that the volume of investment in working capital 
directly responds to changes in the discount rates. Instead, he 
believes that because shca-t-term interest rates influence long- 
term rates, changes in short-term rates arouse expectations of 
price changes and thereby induce changes in investment in short- 
term capital Further, he holds that bankers relax their credit 
requirements m times of easy mtmey and lend to borrowers whose 
loan applications would be rejected if interest rates were high and 
money scarce. 

The validity of Keynes’ explanation rests upon the assumption 
that changes ;in the &ort-term interest rate are accompanied by 
fshar^eis in the same dnection, though not necessarily of the same 

< M Eeyafes; Sifv fWaifeeJ m I.; 300t-m 

fS* iVtl. n.l «id ‘ I ' 
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magnitude, in long-term interest rates. It is necessary, there- 
fore, to examine the correctness of this assumption. 

The connection between short- and long-term interest rates. 
It is reasonable to suppose that there is some connection be- 
tween short-term and long-term interest rates, since to some ex- 
tent both borrowers and lenders may switch from one type of 
loan to the other. For example, if short-term interest rates fall, 
there will be a tendency for (1) some individuals to borrow at 
short term and lend long (by the purchase of securities) and for 
others to (2) postpone new long-term borrowing by the substitu- 
tion of temporary short-term borrowing. Further, banks, insur- 
ance companies, and other lenders may tend to change the pro- 
portion of their short- to long-term loans by increasing the 
relative volume of their bond holdings. The result of these 
various changes must cause some fall in the long-term or bond 
rate of interest. Conversely, if short-term rates rise, greater pres- 
sure will be felt on borrowing at long term while the profitable- 
ness of borrowing short and lending long will be lessened. The 
result will be some increase in long-term rates.“ 

The similarity of movement of long- and short-term interest 
rates. The similarity, both in time and direction, between the 
movements of diort- and long-term interest rates is well known. 
Keynes cites Riefler’s findings that all important changes in 
short-tenn interest rates between 1919 and 1928 were refiected 
in changes in bond yields.'^^ Keynes beheves that only rarely 
can there be a shift in short-term interest rates without some 
(xxre^onding movement in bond yields. It is not nec#sary or 
even probable that dianges in bond yields will be of the same 
magnitude as changes in the short-term interest rates. In fact, 
he finds that a change of short-term rates of 1 per cent is com- 
monly aojompanied by an approximate change of % of 1 per 
cent in long-term rates.^® 

Of. Eiefier, W, Mon&y Rates and Money Markets in the United States, 
New York, Harper Hros,, 1930, Chapter VI. Also see Eawtrey, R. G., The 
Art of Central Banking, pp. 379-384, and Keynes, Treatise, Yoh 11, Chapter 37. 

^^RMer, op. cU., pp. 117 and 1^. Hawtrey is unimpressed by Keynes^ sta- 
tistical evidence showing an interrelation between short- and long-term interest 
rates. See his Art of Central Banking, p. 378, and h®- A C&ntwry of Bank Bate, 
London, Longmans, Green & Co., Ltd., 1938, pp. 1^, 168, and 185. 

A later study of the relation between short- and long-term interest rates can 
be found in F. R. Macaulay^s Jfonements of Interest Ms^es, Bond Yields and 
Stock Prices in the United States Since 1866, New York, National Bureau of 
Eccmomic Research, 1938, App^dix A. He estimated the time lags in four series 
comprised of call money rate, commercial paper rat^ American railroad ^bond 
yielck, and American railroad stock prices. He found that the high point in call 
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A comparison of Hawtrey’s and Keynes’ positions. Hawtrey 
^olds that changes in short-term interest rates directly influence 
the volume of short-term investment in merchandise stocks by 
wholesalers and other middlemen. In this way he finds a direct 
and almost immediate connection between the discount rate and 
the forces affecting the price level. In Keynes’ view, the in- 
fluence of the discount rate is roundabout and the consequences 
more remote. As an instrument of credit policy, the discount 
rate therefore holds more promise under Hawtrey’s view than 
under Keynes’. According to Hawtrey, the response of middle- 
men to changes in discount rates .is rapid, and time is the very 
essence of credit control. Once an expansion or contraction in 
consumers’ income and outlay develops, it is cumulative. To be 
successful, therefore, credit control must operate promptly to 
break the vicious circle and start the movement of investment 
and prices in the desired direction.^® 


money rates preceded the high point in commercial paper rates by two months, 
the high point in the yield on railroad bonds by four months,' and the low point 
in stocks by five months. On the other hand, the low point in call money rates 
preceded the low in commercial paper rates by two months, the low in bond yields 
by six months, and the high in railroad stock prices by nine months, Pp. 219-221, 
Art of Central Banking, pp. 383-384 , 
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THE VALUE OF GOLD MONEY 

S O FAR in our discussion of the causes determining the value 
of naoney, our analysis has dealt with the supply of and the 
demand for pure money without reference to whether or not it 
has any commodity vdue. In other words, we have concen- 
trated our attention upon the purely monetary forces that oper- 
ate upon the value of money. Our analysis, therefore, is quite 
as applicable to fiat or inconvertible paper money as to money 
having commodity value. Because of the historical importance 
of gold in the world’s monetary systems, it is necessary that we 
examiue the forces which determine the value of gold money. 
Fuitdamentally, the value of gold within the monetary system is 
determined by the already familiar factors determining the value 
of any money. Nevertheless, there operates upon the value of 
gold money another set of forces that do not enter into the de- 
termination of the value of inconvertible paper money, namely, 
the cost of production of gold apd its nonmonetary demand. 

'Die equality of the money value and bullion value of gold. 
The value of gold money must equal the value of the bullion that 
composes it. This restriction necessarily arises from the privi- 
lege, which exists under the gold standard, of freely converting 
gdd bullion into money and money into bullion. It makes no 
real difference whether the actual coinage of gold is permitted, 
or whether paper money representatives are issued against gold 
held in bullion form. There is, of course, a small cost involved 
in converting gold from one form to the other, either in the cost 
of waiting or as direct charges sometimes made by the govern- 
ment. Owing to these costs, a slight discrepancy between the 
values of gold money and gold bullion may adst, but the differ- 
ence is normally too small to be significant.^ B^pse of this 

^ The shift of gold from one form to the other genemlly apjjeasre as a division 
of a gre^r or less part of the current gold, output into on? use m ithe other. 
Seldom is the^e much actual shifting of old gold stocks from one cat^my to the 

662 ■ 
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interrelation between the monetary and the bullion forms of gold, 
it is necessary that we examine the forces operating to determine 
the value of gold in both uses. 

The relation between the cost of gold and its value. Like 
other products of the extractive industries, gold is produced un- 
der conditions of increasing cost. This means that, under any 
given conditions, an increase in the output will raise the costs of 
production. 



Chart 30. Annual WaRU) Output op Gold and the Changes in 
THE Index OF the Wholesale Price Level in the United States. 


Before examining the relation between the value of gold and 
its cost of production, we should note two characteristics of the 
supply of gold that tend to modify that relationship. The first 
is the speculative nature of gold mining, which has attracted 
many prospecto'rs and producer who have operated at a loss in 
the hope of some day striking it rich. The second is the dur- 
ability of gold, causing the supply to represent the accurnulated 
production of many years. The supply of gold available at any 
one time is, therefore, but remotely related to the current rate of 
gold <Mtput. But, as in the case of other commodities produced 
under conditions of increasing cost, there is necessarily a tendency 

However, after ISjSl, a very considerable volume of gold was dishoarded 
ladili and f oulid ita into the world^s monetary systems. 
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toward equality between the value of gold and its marginal cost, 
which asserts itself even in relatively short periods. For ex- 
ample, when the price level rises, the cost of producing gold 
measured in current prices rises also. Since under the gold 
standard the statutory price of gold is fixed ($35 per fine ounce 
in the United States), the rising marginal dollar costs of gold pro- 
duction will meet the statutory price of gold at a lower output 
than before. A falling price level, on the other hand, brings 
with it declining marginal costs of producing gold and permits 
a larger output before the margin^ costs meet the statutory, 
price. Therefore, at any given price level, the output of gold 
is adjusted to the point where marginal costs of its production 
equal its value. 

But this adjustment of output to the point of equality between 
the value of gold and its mai^inal cost rep|resents only a short- 
run equilibrium. For example, let us assuihe a sudden increased 
demand for gold and a subsequent rise in its value. The in- 
creased value of gold permits an increase in gold output to the 
point where marginal costs equal its value. But if the annual 
output of gold at its new high value is greater than the aimual 
growth in the demand for gold, the accumulated gold will so in- 
crease the total available ^pply that the value of gold will fall. 
This must continue until the declining gold output, caus^ by its 
declining value, is absorbed by the cuxcent demand for ad- 
ditional gold, both in the arts and as money. Only then can it 
be said that a long-run equilibrium has been establidied. 

A fall in the costs of gold mining due to new discoveries or im- 
proved production methods will tend to establi^ a new long-run 
equiHbrium which will reflect the new cost conditions. The im- 
mediate effect will simply be an expansion in current output. 
Because the value of gdid will be but little affected at first by the 
increased oalput, the reduced cost of mining will not cause any 
^jH-edable r^Qcla<si in the valije of gold. But the increased 
output wiH gradually mod^ the total supply, gnd, unless offset 
ny growing <fema»dj the value of gold fall. ' ITib new pint 
of long-run equililaium wiB tend to be reached when the current 
gold mitput is just ahecfrbed by the dKiseba for ibis outpt. 

It diould be apparent, 'dierefore!, thatiSfee ftradamiental supply 
factor, die cost of produedon of gold, is in establi^mg 

anything resembling a long-^nn equiStaiuM fa Hfoe value dS 
Explanations of the value of money based cbst df prd^ 

duction of gold are, therefore, of litfle shoft-r^ for o|^ :qv^' 

long periods of time dq produotaon ousts 
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The supply of gold for monetary uses. Unlike other com- 
modities, gold is demanded both for its want-satisfying capacity 
as a commodity and for its purchasing power as money. It fol- 
lows that the value of gold is affected by both uses. The non- 
monetary demand for gold is of two types: that arising from use 
in industry and the arts, and that arising from hoarding. The 
first use requires no particular explanation save to note that the 
industrial demand for gold tends to be elastic — that is, the 
amount used responds readily to changes in the relative value 
of gold — and that it is subject to absolute changes with varia- 
tions m style, business conditions, and economic well-being.® 

Demands for hoarding arise primarily in the Orient, with India, 
that great sinkhole of precious metals, taking the bulk of the 
hoarded gold. Once it is hoarded, gold is seldom brou^t to 
light again into the monetary systems of the world. The inflow 
of gold into Oriental hoards does not raise prices and automati- 
cally shut itself off, for the gold does not become a p(hrt of the 
money system of the importing country. Nevertheless, the de- 
preciation of the Britidi pound in terms of gold after it became 
inconvertible in September, 1931, did result in a very substantial 
volume of didioarding by India. 

Since both the monetary and the nonmonetary demands for 
gold operate on a commoo supply of newly mined gold, any rela- 
tive increase in the demand for one use tends to divert a larger 
part of the new supply into that use. In a very real sense, there- 
fore, the new grfld which becomes available for monetary uses 
is dependent on the pressure exerted by the nonmonetary uses 
of gold, and it expands and contracts as the nonmonetary de- 
mand declines and increases. This is the reason for the interest 
in the nonmonetary demand for gold exhibited by students of the 
problem of long-run price stability. 

A relative inCTease in the monetary demand for gold, leading 
to falling commodity prices and a rising value of monetary gold, 
acts to divad; a laager part of the newly mined gold into mone- 
tary channels. To the extent that the nonmonetary demand is 
elastie, the -diversioni from nonmonetary to monetary uses may 
bh quite substantial. This elasticity ^ds to the relative star 
bility of the iiMmetary value of gold in the face of fluctuations 
in monetary demaaKi , • 

»See Edie, Lionel D, Memeut Bank CreM, and Prices, New York, Harper A 
llr(^ ISiJS, Chapter ^HI, for a eaieful analysis of the nonmonetary demand for 
ilso ^ 1930, of the Gold Bekgatiim of lAe I^nancial 
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The monetary demand for gold. Let us first assume that all 
money is specie or paper money representatives of specie, and 
that there is no credit money. Under these simple conditions, 
it is easily seen that the demand for money impinges directly 
upon the supply of monetary gold and fixes its value. But this 
is an unreal simplification of the question. Under the gold 
standard in actual practice, monetary gold is lodged in the re- 
serves of the banking system, and the media of exchange which 
actually feel the impact of monetary demand consist of bank 
checking accounts and bank notes. 

The effect of monetary demand on the value of gold when 
credit money comprises the media of exchange: fixed reserve 
ratios. To explain the manner in which monetary demand af- 
fects the value of gold when currency in use is made up of paper 
money and bank credit, let us assume that a fixed ratio is con- 
stantly maintained between the volume of paper money and 
bank credit and the volume of gold itself. , This ratio, deter- 
mined by custom or law, is, of course, the reserve ratio of the 
banking ^stena. Now let us suppose that the demand for money 
increases. With no change in the supply of credit money, the 
result must be a rise in the value of such money or a fall in the 
level of prices expressed in terms of it. But because credit 
money may be freely converted into gold and gold into credit 
money, any change in the value of the latter must necessarily 
bring about an equal change m the value of gold money. Simi- 
larly, a fall in the demand for money that lowers the value of 
credit money must likewise cause an equal lowering of the value 
of gdd. 

Hie effect of monetary demand on the value of gold when 
credit money comprises the media of exchange : flexible reserve 
ratfes. The 4 d 50 ve analysis is based upon the assumption that a 
r%id relationship exists between the volume of monetary gold 
and the volume of o-edit money. Put in another way, it assumes 
that the banking system is constantly “loaned up” to the limit 
set by the available gold reserves and the customary or legal 
reserve requirements. But in actual fact, this is not always true. 
There frequently exists in the banking system a very sizable 
amount of reserves in excess of minimum requirements. Tbese 
excess reserves are generally held by the central bank and form 
the basis for its advances to the commercial banks. Because of 
this situation, an increase in the demand for moh^y is normally 
paralleled by a corresponding increase in credit nionfiy. . In. this 
way, an increase in the demand for mmiey will fail to cause an 
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increase in its value. This highly desirable result is the basis 
for the belief that bank credit should be “elastic” and respond 
to the “needs of business.” 

Unfortunately, this elasticity in the supply of credit money 
may entail a volume of money in excess of the basic economic 
requirements for a stable price level and a stable value of money. 
Businessmen’s attempts to expand their available capital by re- 
sorting to borrowing at the banks result in an excessive quantity 
of credit money, so that the value of money falls instead of ris- 
ing in the face of an increased demand. This occurs during 
periods of boom or price inflation. 

During periods of declining industrial output and declining 
trade, the supply of bank credit money tends to shrink, so that 
the value of money does not fall in the face of a declining de- 
mand for it. Because the supply of this credit money results 
from the lending and investing operations of the banks, such 
money sometimes tends to shrink faster than does the demand 
for money. The results are a rising value of money and a fall- 
ing price level. 

To summarize, if the proportion of gold reserves to credit 
money is a fixed one, any change in the demand for money will 
immediately cause a corresponding change in the value of money, 
both gold and its credit substitutes. . But when the proportion 
between the volume of gold reserves and credit monej^' is not 
rigidly fixed, changes in the demand for money may be accom- 
panied by changes in the supply of credit money. When the 
forces operating to change the supply of credit money cause it 
to vary by an- amount greater than that necessary to meet the 
varying demand, the value of money may fall in the face of a 
rising demand or may rise in . the face of a shrinking demand. 
This atuation characterizes booms and depressions. The tend- 
ency for money to overexpand during periods of good business 
and to overcontract during times of bad business is what is meant 
by the “perverse elasticity” of credit money and is the basis of 
much of the criticism of the behavior of our present monetary 
and banking system. 

The Quantity Theory versus the Bullionist Theory of the 
Value of Money 

A comparison of the quantity theory with the bullionist ap- 
proadi. ^ At this point it is well to recognize the existence of two 
rather exireme views that are sometimes held in respect to the 
causes underlying and determining the value of money. One 
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view stresses the point that money, as such, possesses a value 
that is not dependent upon any intrinsic worth of the substance 
from which it is made ; that, rather, it derives its value from the 
fact that it is useful in making purchases and paying debts. Por 
example, the State in establishing a certain monetary standard 
gives it the quality of acceptability by making it legal tender 
and by receiving it in payment of taxes.® Even without formal 
sanction by the State, certain objects which in’ themselves have 
little if any intrinsic value sometimes acquire the social sanc- 
tion of custom and thus become valuable as money. According 
to this view, money is acceptable because of law or custom, and 
the value of any particular unit of money depends upon the 
quantity of money available to perform the money work. This 
is the ^ence of the quantity theory of money, which in one form 
or another is very generally accepted by economists today. 

On the other hand, there is a school of thought which takes 
an almost opposite, view. Its adherents believe that money de- 
rives its value .neither from the sanction of the State nor from 
its monetary uses. Instead they hold that money is simply 
a commodity, and that its value, like that of any other com- 
modity, derives from its utility and its cost of production. It is 
different from other commodities mainly because it is unusually 
well supplied with the qualities that make it acceptable. This 
approach to the value of money is known. as the “commodity 
theory.” Those who adhere to the particular variant of the 
commodity theory that has had the most influence in the United 
States are sometimes known as the “Bullionists.” ‘ 

The buUionist theory of money.® Starting from the position 
that money is simply a ccamno^ty whose value is derived in 
the same manner as any other commodity, the bullionists hold 
that the value of any standard monetary unit is derived from 
the value of that amount of ..the comm^ity contained in the • 
unit. According to this view, a dollar, which is 15 graim of 

3 This is some tames knom as the "ohai^ter* theory of money. Of, EUis, Howard 
R, German Monetaiiy Theory, Cambridge, Harvard University Press^ 1934, pp. 
21, 37-^. Money without commodity value, whether abcepted because of law 
or custom, is known as “nominaF' money, 

^ElHs lists three shadi^ of ©pmion among the commodity theories, namely: 
the supply and demand theoxy, repreBen|ed |>y. jfelfferidT; ihe marginal Utility 
theory, represented by Mises and Wieser; and the metalBsts or bullionists, of 
which the best-known siTOorter1n)#itei U^d fee HU Ibatjghlin. 

German Monetary Theory, pp, 59 eL seq. , . t r ^ * f ^ 

®For an excellent statement of the builionist position, s^'I^u^llh^ 4 ! 
New Exposition of Money, Credit^' afid Pmss, ifel, 

XXVI. ", j , ,, j. M J ; ; j 4 * 
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nine-tenths fine gold, is worth as much as the gold contained 
therein — ^no more and no less. It is the law of supply and de- 
mand operating upon gold bullion to determine its value that 
fixes the value of the monetary unit.® Starting from this view, 
the bullionists proceed to the following propositions; 

1. The value of all deposit currency and all paper money, 
whether government notes or bank notes, is derived directly 
from redemption in the standard money commodity. 

2. Because it derives its value from the redemption in com- 
modity money, credit money (deposits and notes) is valuable 
only so long as it is redeemable or has some prospect of future 
redemption. If ultimate redemption in bullion is no longer 
anticipated, it is valueless, since money in itself can have no 
value outside of its commodity value.^ As evidence of this argu- 
ment, bullionists cite the depreciation of the United States green- 
back in terms of gold bullion during the Civil War when the 
premium on gold rose and fell with the defeat or victory of the 
Union armies.® It should be noted, however, that the fluctuat- 
ing price of gold did not accurately measure the changes in the 
value of gteenbacks in terms of thinp other than gold.® 

3. The value of money is not dependent upon its quantity. 
The bullionists admit that the value of monetary gold would be 
reduced by an increase in the supply of gold that lowered the 
value of gold bulhon. The quantity of gold money itself, how- 
ever, does not affect the price level. The monetary demand for 
gold affects its value only by absdrbing part of the supply and 
thus enhancing its commodity value. 

4. The pricing process is a comparison of the value of a unit 
of gold with the value of a rmit of goods. Out of this compari- 
son, the price is fixed. Money is then put to use merely to 
effect the exchange. 

5. In no direct way can the volume of bank credit affect prices. 
Bank credit gets its value from the value of the bullion in which 
it is redeemable. After the prices are deternained, bank credit 
'may be created fof use as a medium of exchange. Bank credit. 


^Tfetis r^iew p«w:< 3 i?dly yajid un4er gold st^dard to the extent that the 
v^ue of .gold bullion under free cdnage, cannot deviate from the value of gold 
cc|n by inore than the cost of converting it from one form to the other, 

* ' ccwieepfcidn ;is, of eoufse, difectfy opposed to the idea developed in the 

section oonic^milig ith® effect of the monetary demand for gold. 

of Greenbach, Chicago, University of Chicago 

wm, im, I87-IS8. ^ ^ 
p. 245. 
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therefore, springs into existence after prices have been arrived 
at, and its volume is dependent upon the activity of business 
and the level of prices. The buUionist visualizes the causal re- 
lation moving from prices to bank credit. But because the 
banking system is able to create bank credit for use as a medium 
of exchange, the monetary requirements for gold are lessened, 
more gold is left for bullion uses, and its value is therefore less 
than it would be in the absence of bank credit. 

6. The volume of both credit and standard money responds 
to price movements and business activity. When a shortage of 
bank reserves develops, more reserves will be forthcoming, for 
higher interest rates attract specie from other areas and coun- 
tries. 

7. Changes in the price level are largely due to changes in the 
cost of producing goods rather than to changes that affect gold. 

An evaluation of the buUionists. The buUionists find it dif- 
ficult to meet some of the attacks made upon them by the 
quantity theorists. Yet there is some merit in their argument 
^at cyclical price increases arise from an increase in the value 
of commodities and result in bank credit expansion in sufficient 
amount to make liie price increase possible. Certainly, at such 
times, the profitableness of owning goods rises sharply. The 
buUionist view, in the short run, is at least preferable to the 
bald view sometimes advanced in the name of the quantity 
theory, that bank credit is created in proportion to the volume 
of bank reserves and is instrumental in forcing prices up. On 
short-run grounds, therefore, the buUionist view of the relation 
of the volume of bank credit to the price level is undoubtedly 
superior to the simpler forms of the quantity theory. The at- 
tacks of the buUionists upon the quantity theory have contrib- 
uted something to the mo^eation of the position of the quantity 
theorists in respect to diort-run price movements. 

The buUionists have failed, however, to estabUsh their con- 
tention that paper money can have no value save that derived 
from its redemption in specie. Further, they are unable to prove 
that the pricing proc^ is simply one of comparing the value of 
commodities with the value of a unit of gold mcmey. The latter 
position is especiaUy weak in the Ught of experience Vith cur- 
rency devaluation. For example, a strict appUeation of this idea 
in 1933-1934, when the gold content of the doUar was being re- 
duced by a Uttle over 40 per cent, would have required an irq- 
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mediate rise in commodity prices in terms of gold dollars by 
more than 60 per cent.^® 

While there is much that is valid in their position in regard to 
the short-run relation between the quantity of money and the 
level of prices, their position on causes of long-run price changes 
is weak. The rather lame explanation that the level of com- 
modity prices is determined by the cost of production leaves en- 
tirely unanswered the question of what underlying forces deter- 
mine the money cost of the factors of production. It remains 
for the quantity theory to throw some light upon this problem.^ 

i®Cf. Bernstein, E. M., Money and the Economic System, Chapel Hill, Uni- 
versity of North Carolina Press, 1935, p. 186. 

i^For an exposition showing the controversy between the bullionists and the 
quantity theorists, see Phillips, C. W. Readings in Money and Banking, New 
York, The Macmillan Co., 1916, pp. 159-210. 
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INTERNATIONAL PRICE RELATIONSHIPS 
UNDER THE GOLD STANDARD 


Interregional Domestic Trade and Prices 

The similarity between domestic and international trade. A 
decided similarity exists between interregional trade within a 
single country and international trade under the gold standard. 
Because of the familiar nature of the forces that operate in the 
domestic market, it will be of aid in studying the less familiar 
processes of international trade to examine first the interregional 
price relationships that exist within one country. 

Interregional domestic price structure. The various special- 
ists engaged in production are presumably located in areas best 
suited to their particular needs. Trade between these specialists, 
therefore, is interregional in nature. To the extent that mo- 
nopoly does not interfere with the mobility of the factors of pro- 
duction, the prices of goods produced by these specialists tend 
roughly to correspond to their costs of production. The cost of 
production in any one industry is, of course, the market value 
of the services of the several factors of production that are used. 
This market value, or rate of reward to the factors of production, 
is simply the marginal product of these factors in their general 
use in other industries. In the long run, the factors of produc- 
tion enjoy a relatively hi^ mobility between different industries 
within a given country. Factors of any given grade of efficiency, 
therefore, tend roughly to have the same marginal product and 
to receive the same reward regardless of the industry in which 
they are employed.^ One may conclude from this observation 
that goods which are produced and sold in the domestic market 
tend to be exchanged on a. basis of substantial. eqiiality in respect 

1 Obviously this is but a rough approximation to aot^al fa^ts. Pixed capital 
frequently earns income much below the going rate of interestl Social apd eqo-- 
nomic conditions often tie laborers to one industry or to one lo^ticin where they 
earn less than the wages of similar grades of labxM* elsewhere. 

m 
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to the quantity of the factors involved in their production. To 
be located in one industry rather than another tends to offer no 
particular advantage in the long run. To use a phrase common 
in discussions of international trade, the “terms of trade” are 
substantially equal. Exception must, of course, be made to in- 
dustries operating under monopolistic control.^ 

The effects of a shift in demand for the product of a given 
area in the domestic market. Let us suppose that District A 
devotes its energies to making shoes. Under equilibrium con- 
ditions, the factors of production used in the manufacture of 
shoes receive the same income as similar factors in other areas 
engaged in other types of production. Let us now assume that 
the increased popularity of riding in motor cars, manufactured 
in District B, causes a decline in the demand for shoes. As a 
result, the price of shoes falls (unless monopolists in the shoe 
trade choose to maintain the price and sell fewer shoes), and the 
income of residents in District A is reduced. What adjustments 
will occur to meet this new development? 

The lowered money incomes of the inhabitants of District A 
must cause them, sooner or later, to reduce the scale of their 
purchases of the products made in other areas. If we assume 
that the shoe-manufacturing trade is sufficiently competitive to 
lead to continued sales at lower prices, the “terms of trade” have 
turned .against District A, for its dxoemaking endeavors enable 
it to obtain smaller quantities than before of the goods produced 
la other dislriets. But the increased demand for motor cars 
.^oduced in District B will increase the money incomes of its 
inhabitants. Eventually the more attractive rewards of the 
motor c^ industries will cause a transfer of an appropriate vol- 
ume of the factors of production from shoemaking to the manu- 
facture of automobiles. This transfer may involve an actual 
physical migration fnmi one district to another or a movement 
of the automobile indastry into District A. In any event, eqm- 
librium tencfa to be restored, with prices in each distoiet again 
reflecting the relative amounts of the factors involved in the pro- 
duction of their respective goods.® 


. m a paiticidftr iiadiKtiy, it may the owners 

±0 t^e with the rest oi the ec<momic worid on somewhat better tenns than can 
the owners of oMnpet&e ^his.advEmtage may be aocomp^hed by 

eBd‘ia< 2 ^^ lemrcfe going to owners^ oapkal. Similar 

beneits in’ th# toas of tede may to groups of laborers that monopc^isse 

^ A in , Remand for the prodndss of a hoimtry engaged in in- 

lOT^tiohil tfale^^ be isilikely to lead -to such a restoration of the pre-e^isth^ 
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Changes in interregional capital movements. Let us suppose 
that part of the savings of the inhabitants of District B, nor- 
mally invested in the industries of that district, are shddenly 
diverted to investment m District A. This shift in the direction 
of capital investment from B to A immediately increases the 
supply of money available to A at the expense of B. If borrowers 
of capital in A wish to buy the same type of capital equipment as 
that previously purchased by the displaced borrowers of B, the 
resulting readjustment will be a simple one. The new borrowers 
in A win purchase the output of the capital goods industries of B, 
and the only distiirbance will be a decline in the rate of growth 
of capital equipment in B. But if i.’s capital equipment re- 
quirements cannot be met by the producers in B, but instead 
must be produced by A, prices and incomes in the capital goods 
industries of A will rise while those of B will fall. In the last 
analyias, labor and capital either will shift from B to A, where 
they will aid in the production of capital goods, or, under the 
compulsion of low prices, will rearrange themselves so as to be 
in a position to produce in B the equipment wanted in A. Either 
or both of these adjustments may be made within an individual 
country. If neither adjustment were possible. District B would 
have to resign itself to lower incomes and a lower price structure 
that would enable it to develop a net excess of exports to A equal 
to the net capital investments made in d by the savers of B. 

Shifts in the direction of investment within a single country 
may command little attention because of the ease with which 
lending districts can adjust themselves to meet the new capital 
goods demands of the borrowmg districts. Moreover, the ease 
with which the domestie banking system copes with the diver- 
sion of funds from one area to another helps to minimize the 
disturlmnce. When the domestic banking system is closely knit, 
a diift in the location of funds does not enoJbarrass.the banks in 
the lending areas nor require credit restriction due to losses of 
reserves. This condition^ does not always prevail in the case of 
changes in iutemational capital movements. During the in- 
terval between the time when the new lencfing occurs and the 
time when equilibrium is again established by the development 
of a favorable export balance by the lender, the heavy drain upon 

“tenios of t^e” as is' the ease in purely domestic trade. The reason for this 
difference lies in the maAed immobility of the factors of production between 
countries. Pw this reason, a coimtiy -which OTperfences a deafee in the Hctnan/l 
for its exportable goods will tend to have its price level and money incomes per- 
manently lowered, and will continue to trade -with other countries on less fav<»- 
able terms than before. 
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the gold reserves of the lending country’s banks may cause seri- 
ous difficulty. 

The effect of a failure of crops in one area. Let us suppose 
that District C, which is engaged in agriculture, experiences a 
failure of crops. Being deprived of its exportable products, Dis- 
trict C will experience a fall in money incomes. In their attempt 
to continue their purchases from oiher areas, the inhabitants of 
C must reduce their cash balances to a thinner margin, and funds 
will flow out of C. Unless the banks of C are closely affiliated 
with banks in other areas through a branch system, or are able 
to borrow freely from other areas, distress will be felt by banks 
and farmers alike in District C. In this situation, no corrective 
is foimd in an adjustment of prices. Only borrowing outside to 
tide over the emergency in District C will suffice. 

International Trade and Price Bekdionships 

The resemblance of international trade to domestic trade. 
Under the international gold standard, the relation between the 
price structures of the several countries closely resembles in one 
basic respect that between prices within a single country: both 
international and domestic prices are expressed in terms of gold. 
Just as disturbances to domestic trade equilibrium, which lead 
to an unequal balance of domestic payments, generate forces 
tending to re-establish equilibrium, so disturbances to the equi- 
librium of international balances of payments generate forces 
tending to restore equilibrium. 

The restorative forces generated by disequilibria in the inter- 
national balance of pa3mients may meet with more resistance 
than do the corrective forces in domestic trade. For instance, 
under the gold standard a disequilibrimn in the balance of pay- 
ments requires a transfer of money from the country having 
an unfavorable debt balance, which we may call the debtor 
country, to the country having the favorable debt balance, which 
we may call the creditor country. This may require more than 
the mere shifting of book credits within the banking system, 
which suffices in the case of most domestic adjustments. The 
shipment of gold not only involves some expense in shipment and 
conversion into the currency of the creditor country but also 
may put stram upon , the monetary and banking system of the 
debtor country. If the transfer of gold quickly leads to ^rink- 
of credit, prices, and imports of the debtor country and to an 
increase in credit, prices, and imports of the creditor country, 
no disastrous consequences to the monetary structure of the 
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debtor country will result. When disturbances to equilibrium 
in the balance of payments are of small magnitude, the correc- 
tions normally occur smoothly and easily. But if the causes 
underlying the debtor’s unfavorable balance do not respond 
readily to gold movements and the resulting corrective price 
adjustments, the loss of gold continues and may become so seri- 
ous as to compel the complete abandonment of the gold standard 
by the debtor country. Such a situation may arise: (1) in the 
agricultural countries whose exports suffer acute loss' of demand 
owing to world- wide depression; (2) in agricultural countries 
whose exports shrink severely on account of crop failure; (3) 
when the internal price structure of the debtor country is too 
inflexible to make easy and rapid response to gold movements; 
(4) when the creditor country imposes credit restraints to pre- 
vent gold imports from affecting prices; (5) when the loss of 
gold arises from a flight from the debtor country’s currency; 
(6) when creditor countries impose high tariff and quota re- 
strictions to keep out imports. 

The Balance of Payments 

All discussions of the problems of international trade revolve 
around the basic question of the balance of payments. Under 
the gold standard, payments arising out of international trade 
are primarily hmidled by the cancelling of one debt against 
another, leaving a smaU residual amount to be paid in goM. If 
imdue gold losses are to be avoided, a substantial equality of 
debits and credits is necessary. Under inconvertible paper cur- 
rencies, when gold in fixed amounts may no longer be obtained 
for currency, it is necessary to strike a balance between a coun- 
ts imp(^ and export items, for the international currency 
is no longa- available for making Kttlranent®. 

1116 nature of the balance etf payments. The nature of the 
international balance of payments may be ^en by examining 
the debit and cr’^it items which go to make it up. On the 
debit side diould be listed the fcdlqwing itOTos: (1) commodity 
imports; (2) imported services, including those of dipping, in- 
airance, and services of a financial and pasonal nature; (3) ex- 
penses of travel in foreign countries; (4) .remittanoes of immi- 
grants to relatives abroad; (5) interest and i»sncipal pajunents 
owed foreigHOTs; (6) the exprt of capita, Which may take- the 
form of the pur^ase of foreign rejd property and lottg-tem foiw 
securities, and the purchase of short-term f<a:dgn dahns 
in the form of bank balances and ace^tances, and the purdra^ 
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j^road of internationally traded securities. On the credit side 
of the balance of pasnments will appear: (1) commodity exports, 
(2) exports of all sorts of services, (3) interest and principal 
received on foreign investments, (4) expenditures of foreign 
tourists here, and (5) capital imports of ah kinds. 

Temporary inequalities in the debit and credit sides of the bal- 
ance of payments may be corrected, under the gold standard, by 
short-term capital movements. For example, an excess of debit 
items tends to cause an export of gold and an increase in interest 
rates. The higher interest rates encourage the import of foreign 
short-term capital (a credit item), which assists in restoring 
equilibrium and reduces the necessity for the outflow of gold. 

But short-term capital movements that offset short-time dis- 
turbances to the balance of payments cannot or ought not to be 
relied upon to offset the more permanent, long-term disequilibria 
which develop. In order for the gold standard to operate prop- 
erly, it is necessary that a substantial equality be maintained be- 
tween the more basic elements in the balance of payments. The 
maintenance of a proper equality between debit and credit items, 
therefore, involves the adjustment of the price and cost structures 
of the several trading countries so that visible and invisible items, 
over and above short-term capital movements, are in substantial 
balance. 

International price equilibrium. Like all concepts of equilib- 
rium used in economic analysis, international price equilibrium 
is not an actually existing state. Rather, it is a relation between 
the price levels of the different coimtries that tends to result from 
powerful economic forces operating in the international markets. 
But certain forces are constantly appearing to disturb this equi- 
litffium. Prices rise and fall, crops flourish alid fail, the demand 
for commodities that move in international trade changes, the di- 
rection and magnitude of international capital movements shift. 
Only when the forces tending to maintain equilibrium in the bal- 
ance of payments are sufficient to counteract these disturbing 
factors and promptly to r^tore a substautial: degree of equilib- 
rium, can the international gold standard operate successfully. 

The price levels of the several gold standard: countries are in 
equilibrium whenever, disregarding purely seasonal variations, 
claims arising from the exchange of goods, services, and titles to 
securities (including interest and principal payments but exclud- 
ing ^ort-term capital movements) cancel out. Under such 
drcumstances, gold movements to pay for unfavorable. debt bal- 
ances are mnece^ary. This state of international price equi- 
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librium does not, of course, require an equality of values in the 
exchanges between any two countries. Rather, it merely requires 
that the import items of each country and its export items to the 
rest of the world shall in the aggregate be equal. Thus, an excess 
of imports from one country may be offset by an excess of ex- 
ports to other countries. If the full advantages of trade are to 
be realized, the various aptitudes of different countries for pro- 
ducing economic goods are almost certain to require a balance 
of this sort rather than an equality of imports from and exports 
to any single country. The propensity of the United States to 
produce large quantities of agricultural as well as manufactured 
products makes it inevitable that our exports of raw materials 
to England should exceed the value of our imports from her. 
But from countries able to supply some of our needs for ma- 
terials, South America for example, we buy more than we sell, 
while England in turn exports to them a net excess of manu- 
factured goods. This three-cornered trade relation, commonly 
used to illustrate the multiple-sided character of foreign trade, 
is more typical of actual international trade than would be a 
simple two-way illustration. Actually, of course, the triangular 
trade example does not indicate the full complexity of the bal- 
ancing operations in foreign trade that frequently involve trans- 
actions between a large number of nations.* Moreover, it must 
be remembered that international price equilibrium does not re- 
quire that the prices of all commodities be equal in different 
countries. Nor does it mean that average money incomes are 
the same in the several countries. What, then, is involved in 
international price equilibrium? 

The Relation Between Prices at Home and Abroad 

Prices of goods that move in mtemational trade. Whenever 
a competitively sdd commodity moves freely in international 
trade, its price in terms of gold in the exporting country will 

^ It is not appropiate here to oxainme tfae economic principles that determine 
what commodities will move in international trade imder a free economy. Such 
a study belongs in the specialized field of international trade. For an analysis of 
these principles, see Qhlin, Bertil, Interregional and International Trader Cam- 
bridge, Harvard University Press, 193E, Part HI; Taussig F. W., International 
Trade, New York, The Macmillan Co,, 1^7; Haberler, Gottfried von, The Theory 
of Intematiorud Trade, New York, The Macmillan Co., 1937,. Chapters IX-XII; 
and'Yiner, Jacd>, Studies in the Theory of International Trade, New York, Harper 
& Bros., 1937. For an interesting analysis of some of the causes operating to 
determine when long-term capital movements will occur between countries, see 
Angell, Jamas W., TAeory of International Prices, Cambridge, Harvard University 
Press, 19^, pp. 381-^. 
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differ from its price in the importing country only by the cost of 
transferring it between the two countries.' The gold prices of 
internationally traded commodities, in the absence of monopo- 
listic dumping, therefore tend to move in parallel. 

Home market or sheltered commodities. The basic factor 
that determines whether or not a commodity will move in inter- 
national trade is the relative production costs in the different 
countriea Whenever the cost of production in Country A is 
below the cost in Country £ by an amount in excess of the cost 
of hosier, the commodity will move from Country A to Coun- 
try B. It follows, therefore, that the costs of transfer have 
a large bearing upon the international flow of commodities. 
Whenever a commoditjr’s weight, bulk, or propensity to deterio- 
rate makes hransfer difficult, the possibilities of any sort of inter- 
r^ionai trade are limited. Such commodities may move short 
distances but are incapable of moving into distant markets. 
Tariffs which must be paid on many goods entering foreign mar- 
kets constitute sizable barriers in the way of international trade. 
When pushed to its logical conclusion, a protective tariff may be- 
come so high as to prevent altogether certain goods from entering 
international marketa Personal services, which cannot be di- 
vorced from the individual producing them, provide another ex- 
ample of ewnomic goods that cannot freely enter international 
trade, for the ejqwrt of a service of this sort depends upon the 
ability of its pr^ucer to move into the foreign country long 
emou^ to perfcffm it for tlm inhabitants of that country, or upon 
the ability of the foreigners to cross the boundary line and con- 
sume the service on the spot. To a. limited extent such exchange 
of personal services regularly tak^ place among the inhabitants 
who live near to the boundary. There have been times when 
the people of the United States have pnirchased very azable 
quantity of foreign services by travel alaoad. 

Those commodities that for dl pradacal purposes are economi- 
cally not transferable are called “home market” or “domestic” 
commodities, and as sudi they do not enter into international 
trade ® The home producers <rf such artielfes are protected from 

® This eovera all costs, both customs duties and eosts^ whieb mtist be 

mcorred ia tbe interregional movement goods. The oc^.of jtoaaferring goods 
that commonly do not enter international trade b^t wy c^o ^ if become 
sufiicte% favorable includes the coedis of making new Wife contacts abroad- 
Cf. Angell, op, pp, 378-379. 

® It i^MHild be noW that commodities m^ sometimes be exptrfed to a -pjddstrW 
foreign eountiy while transportation oosbs may prevent thw sale ia remote parts 
of the home market. , f i : 
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foreign competition and domestic prices are not directly influ- 
enced by the changes in prices of similar articles abroad. .The 
producers of these articles are in a “sheltered” economic posi- 
tion, and the commodities themselves are sometimes known as 
“sheltered” commodities, to contrast them with “unsheltered” 
commodities that move freely in international trade. 

Many commodities are more or less on the border line between 
home market or sheltered goods and international or unsheltered 
goods. Any change in the cost of production or in' the price of 
such a commodity, or a change in the transfer costs, may shift it 
from the category of domestic to international goods, and vice 
versa. To the extent that the ccffits of transfer allow only a 
limited movement of such goods in international trade, they are 
partially sheltered. 

Gold Standard Equilibrium and International Prices 

When the international balance of payments of a gold stand- 
ard country is in equilibrium, its price structure is such that, 
taking visible and invisible items into account, its exports are 
equal to its imports. EquiHbrium is disturbed whenever the 
value of import and export items becomes unequal. Unless 
other forces promptly act to restore equilibrium in the balance 
of payments, gold must flow, and there must occur appropriate 
changes in the level of costs and prices at home and abroad. 

When fundamental conditimis have disturbed the balance of 
payments, price adjustments must take place if equilibrium is to 
be restored. But it is inadequate to diow merely that tilie selling 
prices of internationally traded goods change and thus correct 
ihe trade balance. So long as there is any actual transfer of such 
goods in mtemational tsade, their prices tend constantly to be 
equalized, save for their liansfer costs, regardless of whether the 
b^ance of pa3unents is equal or unequal. The re^justmmits re- 
quired for the basic equilibrium in the balance of payments must 
therefore go further than a change in prices of international 
goods. This equilibritan mveflyes (Ganges’ in the costs of pro- 
duction, or in the prices of the factors of productic» involved in 
making these goods. Fw it is chaises in the oost of production 
that determine the extent to whidi commodities fail into the 
cate®(»y of international goods capable of entering international 
•fende. In the’ short run, when most factors of production have 
rtiidiiy iKioOs, adjustm^te ^ the profits of entr^reneurs engaged 
Hi 'exerting, rath^ ^ska chants in costs, may occur. But the 
wiliihgiess of producers to take ios^ ra^ef than suffer a shrink- 
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age of export markets must be supplemented eventually by re- 
adjustments in costs, if an unfavorable balance of payments is 
to be corrected. 

The shift in relative costs, upward in a country having a favor- 
able balance and downward in a country having an imfavorable 
balance, changes the degree of shelter afforded commodities by 
the transfer costs. Commodities previously just on the export- 
able margin can no longer be sold abroad when a favorable bal- 
ance of payments resxilts in rising costs. Falling costs in coun- 
tries having an unfavorable balance of pa3mients expand the list 
of exportable commodities by releasing some goods that were 
previoudy too costly for export. It is in this manner that a 
clumge in prices and price levels promotes a restoration of equi- 
librium in the balance of pa3unents. 

The effect of conditions of increasing cost. Because some 
dom^tic trades are industries of increasi n g cost, a country some- 
times is able profitably to supplement its domestic production of 
a commodity with imports from abroad. The English wheat 
trade provides a familiar example of such industries. Some 
wheat may profitably be produced by English farmers for sale in 
the Engli^ market. But English farmers, having but a limited 
supply of available land, are unable to supply aH of the wheat 
ne^ed by the local population. Beyond a certain point, added 
production of domestic wheat incurs costs which exceed the cost 
of imp<fftmg wheat from the great growing areas outside. Any 
change in the transfer cost involved in importing wheat and any 
change in the cost of growing wheat at home or abroad will 
change the relative proportions between the amount of wheat 
produced at home and volume of imported wheat. For ex- 
ample, if an unfavorable balance of payments is tending to force 
down the Englidh price level, a larger part of the wheat consumed 
m England will be produced at home and less will be imported. 
Ilius, marginal quantities of wheat are lifted from Hie category 
of international to that of domestic goods. 

The relation of domestic or sheltered goods to international 
price movements under the gold standard. As we have already 
observed, the prices of commodities that enter the international 
markets move in parallel, with prices in the export country below 
those of the importing country by an amount equal to the coste 
of transfer. Prices of goods of the semi-shelter^ class are simi- 
larly, though not so rigidly, related, because any naarked change 
in prices and costs may move them into the un^eltered category 
and lead to international shipments. 
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Prices of completely sheltered or purely domestic goods are in 
no direct way connected with prices of similar goods abroad. 
Por example, there is no direct reason why the price of a given 
sort of stone house in England should resemble that of a similar 
house in Indiana, since price differences cannot be great enough 
to make it profitable to move either the house or the material 
of which it is made from one place to the other. Nor will the 
effects of any price differences be likely to affect materially the 
volume of tourists who might go to live in the low-cost houses. 

Nevertheless, there is an indirect connection between the price 
levels of completely sheltered goods in different gold standard 
countries. This connection lies in the common origin of all 
economic goods produced in any given region or country. Basi- 
cdly, the same factors of production are involved in the produc- 
tion of both sheltered and unsheltered goods. Thus, when the 
price of factors of production used to make unsheltered goods are 
increased (because of international price movements), by the 
principle of opportunity costs the prices of factors used in making 
sheltered goods will tend to rise also. The degree of lag involved, 
of course, depends upon the degree of mobility of the factors of 
production between the sheltered and undieltered goods indus- 
tries. Furthermore, raw materials used in the production of 
sheltered goods may themselves be unsheltered and enter the in- 
ternational markets, while sheltered raw materials may be used in 
the manufacture of unsheltered goods. If domestic or sheltered 
goods have close substitutes that move freely in international 
trade, the prices of such domestic goods are exposed to the in- 
fluences of international price movements.'^ 

In spite of what we have been saying about the forces that 
tend to connect international price movements with the prices of 
purely domestic goods, it does not foUow that there need be any 
exact equality of price for a domestic good in the different gold 
standard countries. The rewards of the factors of production 
involved in producing domestic commodities in a given eoiintry 
must be substantiaEy the same as those producing goods that 
enter the export trade. The factors of production in one country 
may be more efficient than thoK of other countries. If so, their 
money rewards will be higher than the rewards of less efficient 
-factors elsewhere. To illustrate, if Country A, using 1,000 units 
of factors of jaxjduction, produces $1,000,000 worth of goods, 
which it sells tq Country B, and Country B in turn uses 2,000 


^ Cf. Ohlin, Interregional and International Trade, pp. 152-156. 
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■units of factors of production to produce 11,000,000 worth of 
goods for sale to Country A, the balance of payments between A 
and B will be in equilibrium so far as their price and income 
structures are concerned. But the factors of production in Coun- 
try A will be worth $1,000 per unit, while those in Country B 
will be worth but $500. Now, although the factors in either 
Country A or Country B must necessarily receive approximately 
the same rate of reward whether producing purely domestic goods 
or goods for export, the price of any given type of sheltered com- 
modity in one country will correspond closely to the price in the 
other country only if the relative inefficiency of the factors in B 
is as great in the production of the sheltered commodity as in the 
production of goods for export. This is unlikely to be true. Let 
us suppose that in Country A 3 units of factors of production 
are required to build a house of a given type. Because the price 
of eadi'Unit of factors is $1,000, the house would cost $3,000 and 
would not be produced unless its value was at least $3,000. If 
factors of production required to build a similar house in Country 
B have the same absolute efficiency at house building as do the 
factors in Country A, then 3 units of factors in Country B would 
also provide a house. But because of the relative inefficiency of 
the factors of Country B in producing products for export, their 
money price is but $500, so that the cost of the house in Country 
B would be but $1,500. Under these assumed conditions, the 
price of the house in Counriy A would be $3,(X)0 and in Country 
B $1,500 with no dkturbanee to the equilibrium in the balance 
of payments. Only if 6 units of factors were required in Country 
B to build the house would its price there be $3,000.* 

Method, of Settling Accounts in Interregional Trade 

Before proceeding with our study of the manner in which 
equilibrium in the balance- of payments is maintained, it wiU be 
wdl to examine the methods by which settlements are ma(te in 
intQiT^ional trade. In principle, such settiiements off^t claims 
of one area against those of ano^er so far as possible and -pay 
only the net amounts that cannot be deansd by ofeetting. The 
method of making the^ net payments and the ecmsequences of 
such payments constitute the problem which now ccmfronts us. 

The settlement of domestic intett^onal > debt balances. 
Within a given wuntiy, the appearance of an jadveirse tcaote bal- 
ance in one area gives rise to a flow of money payments from that 

®For a good diajussion of this point, see Hanrod, R. F., iTttematiomd Economics, 
New York, Haroourt, Brace & Co.^ 1933, Chapter rV. ' , (i ' ' 
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area to the areas having a favorable balance. To pay the adverse 
trade balance, depositors of banks in the debtor area send checks 
in excess of checks received to creditors in other areas. These 
payments may require currency movements from banks in debtor 
areas to banks in creditor areas. If so, checks on banks in the 
debtor area will be accepted by banks in creditor areas at a dis- 
count equal to the cost of shipping the currency. If some im- 
pediment to the free movement of currency appears, such as a 
suspension of the drawee banks or an obstruction to the operation 
of transportation facilities, the discount on such checks (or 
drafts) may become substantial. Before the development of liie 
Federal Reserve System in the United States, it was common for 
checks to sell at a discount. The whole system of exchange 
charges that existed at that time was in part an outgrowth of the 
cost of flipping currency from one area 'to another. Today the 
cost of domestic interregional transfer of funds has been reduced 
to a minimum by the development of the Federal reserve collec- 
tion system and the use of the Interdistrict Settlement Fund, In 
countries having large-scale branch banking systems, the neces- 
sity for currency shipments between districts is largely obviated 
by the ability to shift credits within each branch system. 

Settlement of international debt balances under the gold 
standard. The settlement international debt balances can 
seldom avoid the costs incident to the movement of the standard 
international currency. To be sure, temporary debt balances 
may be cared for by a dbift in shcct-tenn capital, a matter to 
which we dial! give more attention later. But debt balances due 
to basic changes in the balance of payments cannot safely be 
settled in this manner. Unless the creditor country is willing to 
earmark gold for storage in the deirtor country or is wilim^ to use 
some form of the gold exchange standard,, the cost of gold diip- 
ments assumes a in the problem of settlemmts. 

In foreign trade transactions, it is customary for settiemeut to 
be made by the drawing ©f draits by esportera (and other credi- 
toars) upon debtors in other countries. Thus, American export- 
ers of good^ services, and secniities may be though of as the 
originators of fcsei^ bffls of exchange in this country. These 
bills of exdiange, demanding: payment from foreign debtors, make 
.up the supply side of the foreign exchai^e market. The drawers 
of these drafts are able to convert them into domestic currency 
by selling them to the foreign esxchan^ bankers, who send them 
4br0ad tp. foipigtt b$likfe|s whom the American bankers carry 

aecquhta The fomign Correspondent banks undertake to pre- 
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sent these drafts and collect the proceeds, which are then credited 
to the American bankers’ balances. American importers, on the 
other hand, being indebted abroad, make payments by purchasing 
and remitting drafts drawn on the foreign banks from the Ameri- 
can foreign exchange bankers. 

Insofar as the money value of all import and export items 
(visible and inviable) are equal, the buyers of foreign exchange 
bills will absorb the supply. But if export items are greater than 
the import items, the bankers who are buying the exporters’ bills 
will find their holdings of foreign balances (or foreign exchange) 
piling up in undesirable amounts. This situation necessarily 
brings a lowering of the price offered for foreign bills by the bank- 
ers, On the other hand, an excess of import items over exports 
tends to result in a higher price for foreign bills, since some im- 
porters cannot be accommodated by the bankers who find them- 
selves unable to purchase enough foreign bills to enable them 
to meet the importers’ demands. 

Under the gold standard, however, there is a limit to the pos- 
sible variations m the prices of foreign bilis of exchange. The 
relative gold content of the currency units of different countries 
(or the gold into which the currencies may be converted) is 
known as “mint par.” Wh^ there are no abnormal barriers to 
the proce^ of converting currencies into gold, it is impossible 
for the value of bills of exchange payable in foreign currencies to 
fall to a price less than mint par minus the cost of converting 
such bills into gold and bringing the gold back to the point of 
origin. Thus, before England left the gold standard in 1931, 
mint par between the dollar and the pound was $4.8665 = £l. 
Since it cost approximately $.02 per pound to pay the costs of 
bringing the gold back from England to the 'United States, the 
price of drafts payable in pounds could not fall below $4.8665 
— $.02, cff $4B46.* When, <m Ihe other hand, an excess of import 
items causes a shortage to appear in the supply of foreign ex- 
change (or drafts) needed by American debtors to make remit- 
tances abrofwJ, the price of foreign bilk wall not rise above mint 
par by more than the cost of convai;ing dollars into gold, flipping 
the gold across, and converting it into pounds. Thus, pound 
drafts will not rise in price, under our a^umption of a. mint par 
of $4.8665 = £1, above $4.8665 plus about $.02. These maxi- 

^ The cost of shipping gold varies with interest rates, which naay he lost on gold 
in transit, freight and drayage chaises, and other incidental expenses. Late in 
1938, the cost of shipping gold from London to New York was estiinated at about 
$.27 per fine ounce. 
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mum and minimum prices of foreign hills of exchange are called 
the gold import and the gold export points. Whenever the pres- 
sure of excessive imports or exports (visible and invisible) drives 
the rate of exchange to the gold points, gold vsrill begin to be 
shipped to settle international debt balances. 



Chaitee XXXVIII 


THE MAINTENANCE OF EQUILIBRIUM 
UNDER THE GOLD STANDARD 

The Establishment of International Price Equilibrium 

W E HAVE already examined the nature and meaning of in- 
ternational price equilibrium and the relationship which 
must exist, under the gold standard, among prices in different 
countries or regions. Our next problem is to learn something 
of the mechanism by which disturbances to equilibrium in the 
balance of payments are offset and corrected. 

Reasons for disequilibrium in the balance of pa3nnents. A 
number of different occurrences may be responsible for disturb- 
ances to equilibrium in the balance of payments. One impor- 
tant cause of disturbance may be a change in the foreign de- 
mand for a country’s exports. This may arise from changes in 
consumers’ tastes abroad from the development of cheaper or 
better supplies in other countries competing in the international 
export market, or from changes in transfer costs. Another source 
of disturbance may appear in some catastrophe of nature which 
destroys the current supply of exportable goods. A world de- 
pression may cause a sharp shrinkage in the demand for a coim- 
try’s exports, both raw materials and manufactured goods. 
Cyclical fluctuations within the country, with the accompanying 
inflation and deflation of prices, tend to disturb the balance of 
payments. Sizable changes in tie direction and volume of long- 
term international lending sometimes prove embarrassing both 
to 'debtor and to creditor countries; 'vdiile tbe abrupt and heavy 
movements of short-term capital— the result of flight from cur- 
rencies suspected of 'weakne® — sometufl^ prdve disastrous be- 
cause of their violent and cumulative nature. 

Corrective forces arising from international dis^uilibrium. 
It is clear that the gold standard can operate only if the drain of 
gold out of countries which develop adverse debt balances eto be 
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stopped before it goes so far as to jeopardize the safety of currency 
and banking systems of those countries. Long experience with 
the gold standard indicates that in the ordinary course of events 
the necessary corrections may actually take place smoothly and 
without too much disturbance. Since 1931, many writers have 
attacked the gold standard on the grounds that it cannot meet 
the strain put upon it. But these attacks, based largely upon 
the very real diEculties growing out of the depression of 1929- 
1939, must not cause us to lose sight of the fact that the gold 
standard did, in fact, operate with reasonable success over a long 
period of years. 

The classical theory of international trade sought to explain 
the maintenance of equilibrium conditions between the price 
structures of the gold standard countries by resort to the quantity 
theory of money. According to this view, an unfavorable debt 
balance for one country causes foreign exchange rates to rise to 
the gold export point, and an outflow of gold results. Applying 
the quantity theory, the loss of gold reduces the volume of bank 
reserves, causes a shrinkage of credit, and leads to a fall in the 
price level. On the other hand, countries having a favorable 
debt balance gain gold. As a result, credit expands and prices 
rise. Thus, equilibrium is restored by a downward adjustment 
of prices in the country with an unfavorable balance of payments 
and a rise in prices, in countries with favorable debt balances.^ 

Some serious criticisms of the classical explanation may be 
made. First, it relies for its validity upon the assumption that 
gold movements result in prompt changes in the price level. 
Clearly, if the gold standard is to woric smoothly and efficiently, 
the forces tending to re-establish and maintain international price 
equilibrium must operate rapidly and positively enough to pre- 
sent any serious inroads upon the gold supply oi a country suf- 
fering an unfavorable <M»t balance.. A failure of these forces 
to result in a prompt re-estaWishment of equilibrium conditions 
endangers the ability of countries Iceing gold to maintain the 
convertibility of their currency. In spite of the long-run validity 
of the assumption that prices vary directly with changes in the 
quantity of standi money, it cannot be depended upon in the 
^ort run. The classical view that high prices attract goods, 
repel gold,, and lead to an unfavorable balance of payments is of 


Taussig, F, Trade, New Ycwk, Tbe Macsniillaii Co^ 1927^ 

' sF^fa eswmatloa of tbe classical tlieory, see Ymer, 

^ Trader New Yoik, Haoper & Bro^T9a7^ 

Cliaptei? YI. - 
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little value in explaining the often observed phenomenon that 
gold flows into a country where business is expanding and prices 
rising, and flows out of countries suffering from, depression and 
low prices. Because of the serious question of the effectiveness 
of gold movements in bringing about immediate price changes, 
attempts have been made to develop more realistic explanations 
of the method by whidi international price equilibrium is estab- 
lished and maintained.*. 

Spontaneous forces tending to restore international price 
equilibrium. What are sometimes called “spontaneous” causes 
tending to restore and maintain international equilibrium rest 
primarily upon a shift or transference of purchasing power. Ac- 
cording to this view, a country having an adverse or unfavorable 
balance of payments loses purchasing power by an amount equal 
to the deficiency. On the other hand, countries having a favor- 
able balance of pa3unents receive additional purchasing power. 
Now this approach is not dissimilar to the classical explanation 
based upon gold movements, but there is this essential difference. 
The theory based upon spontaneous causes attempts to ^ow 
that the corrective forces of shifting purchasing power may ap- 
pear before gold movements occur. In such a case, the move- 
ments of gold may be avoided altogether. But if some gold 
movements do occur, the spontaneous forces fortify and supple- 
ment the corrective influences of the gold movements. 

An example of the appearance of spontaneous correctives may 
be ^n in the case of a country confronted by a failure of its 
exportable crops. Unless impoi^ promptly shrink to the same 
d^ree as do exports, a saious loss of gold is likely to follow. 
To what extent may such a shrmki^e of imports be expected to 
occm? ITie failure of crops must necessarily curtail the money 
incomes of the growers and exportors. To the extent that such 
individuals are direct purchasere ,of imported goods, the shrink- 
age in their incomes must necessarily tend to cause an immediate 
and pc«itive reduction of imports. Only to the extent that they 
are ^le and willing to reduce their customary cash balances, or 
to mcrease their bank bans, will iiieir demand for imported goods 
decline less than the decline in value of exports. ^S^en export- 


* For a discussion of the criticisms of the classical themy, see SaJberlw, Gottfried 
Ton, The Theory of International Trade, New York, The Maci^Mi Co., 1937; 
Chapter in. Abo see Angell, James W., The Theory of International Pricee, 
Cambridge, Harvard Universiiy Press, 1^, Chapter XTV. Angell points out 
tiiat the maiorily of the Continental economic have never aoee[Aed.' the 
classical theory (pp. 365-368). 
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ers do not buy imported goods but instead buy the products of 
domestic producers who in turn are the purchasers of imports, 
the reaction on imports of a decline in exports is more remote and 
likely to be somewhat longer delayed. In this case, there is a 
greater possibility of continuing the purdiase of imports by de- 
pleting cash balances. In addition, the spontaneous tendency of 
imports to shrink will be checked if businessmen are sufficiently 
optimistic to replenish their cash by borrowing from a banking 
system able and willing to expand its loans.* If the unfavorable 
balance of payments develops to the point where gold must be ex- 
ported, the loss of gold may Ojccortvpmy, rather than cause, a 
shrinkage in credit, imports, and business activity resulting from 
the decline in exports. This is not to deny, of course, that the 
loss of gold may in turn cause a rise in discount rates and con- 
tribute deflationary pressure, which tends to reduce imports. 

Spontaneous corrections that may appear in coimection with 
changes in international capital movements. An adverse bal- 
ance of pasonents arising out of changes in the direction or vol- 
ume of international lending may likewise induce the appearance 
of spontaneous correctives. For example, let us suppose that 
Country A increases its loans to Country B by expanding the 
purchase of Country B’s securities. Sdl^ of these securities 
in Country B will come into possession of bills of exchange on 
Country A which will be sold to banks of Country B in return 
for deposits. The purchase of these bills by the banks of Coun- 
try B is conditioned, of course, upon their possession of some 
excess reserves. To the extent that borrowers in B spend their 
new funds for the purchase of increased amoimts of capital goods 
from Country A, exports from A will rise sufficiently to offset its 
new loans to B without any need for a change in the price level 
in either country. But if borrowers in B require larger amounts 
of capital goods cff the type produced only at home, the solution 
is not so simple. To restore the balance of pa3mients now re- 
quires that some other reason be found for an expansion of A’s 
reports and B’s imports. This might occur spontaneously as a 
result of the expansion in B’s capital goods industries if the raw 
materials needed are available in A. But there is likely to be 
required some change in the credit emd price system of both coun- 


8 For an expod^ion of this view, see Paish, F. W., 'inking Policy and the 
Balance of International Payments,” Econormca, November, 1936, pp. 409-413. 
For a discuifeion of the automatic restoration of equilibrium, see also Heilperin. 
Int^ma^tonal Economics, New York, Longmans, Green & Co., 

pp. uum. ' . 
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tries if any very skable readjustment in the balance of payments 
is to be accomplished. 

It is entirely possible that an adjustment in the price and credit 
structure may occur without any substantial movement of gold 
between the two countries. The decline in the demand for 
capital goods in Country A, assuming that borrowers in .B do not 
purchase their new capital there, may cause a slump in business 
activity and some decline in credit and prices. In Country B, 
on the other hand, the stimulating effects of added pressure on 
its capital goods industries will promote credit and price expan- 
Mon. Borrowers in B will sell their foreign exchange to their 
banks in exchange for deposits and currency. If the banks in B 
are already supplied with excess reserves, this can occur smoothly 
and readily. If the banks are able and willing to expand their 
domestic credit structure upon the basis of foreign exchange re- 
serves carried abroad, a very considerable adjustment can be 
achieved without the movement of gold. Under these circum- 
stances, the shrinkage of credit in A may permit the withdrawal 
of gold from AtoB without any pressure resulting directly from 
the gold movement. In such a ease it need not be said that the 
corrective changes in prices and credit arose out of the gold move- 
ment, but rather that the gold movement facilitated the process 
of adjustment automatically set in motion by the original inter- 
national capital movement.^ 

Spontaiieoas corrections and disequilibrium arising from do- 
mestic boom. A purely domestic boom accompanied by rising 
prices tends to expand imports and to reduce exports, and there- 
fore tends to develop an unfavorable balance of payments. If 
rising interest rates r^lt from the pressure of cre(fit expansion 
upon bank reserve^ or if speculative attractions of soaring se- 
curity prices become siffidently great, foreign capital may be 
attract^ and gold brought in. ■ These imports of capital post- 
pone the appearance of the correctives required to restore the 
basic equilibrium in die balance of payments. Nevertheless, 
some i^ntmieous oorreetrves may atppear in eonneetion with the 
disturbances accompanying boom conditi^ms within a single 
country. An expansion in busmen activity in om country,, by 
stimulating export industry abteead, ten& to i^ead to ether 
countries. When this occurs, the disturbance, to the balance of 
pa3rments is reduced, for the expansion; of pm^hiasing pcfwer 
at^ad promotes a restoration oi equilibritmi. ■ - ' ' ^ 

a detailed examination, of this approack, see Bertff 
and Intematioml Trade j Cambridge, Harvard University Press, XSL 
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Gold Movements and International Price Equilibrium 

To the extent that readjustments are not brought about 
promptly or completely by the spontaneous or automatic forces 
arising directly out of occurrences responsible for disequilibrium 
in the balance of payments, gold movements must t^e place. 
Countoes with favorable balances will gain gold at the expense 
of countries having adverse debt balances. Before gold move- 
ments will occur, however, foreign exchange rates in a country 
having a favorable balance of payments must decline to the gold 
import point. A mild though not altogether negligible corrective 
factor appears in connection with this movement of exchange 
rates. The fall in foreign exchange rates encourages imports 
and discourages exports. Within the limits set by the gold im- 
port and export points, exchange rates will move in a man- 
ner which acts to restore equilibrium in the balance of pay- 
ments. 

Gold movements and the restoration of equilibrium. Gold 
movements between countries operate to affect the balance of 
payments in several ways. First, the import and export of gold 
have a direct effect upon the volume of purchasing power within 
the countries involved. In the absence of offsetting operations 
by the central bank, the export of gold directly reduces the sup- 
ply of effective money of the exporting country. Similarly, the 
effective money supply of the gold-importing country increases 
by an amount equsd to the gold gained. Such primary effects of 
gold movements upon the purchasing power within the countries 
concerned appear r^ardless of whether or not any secondary re- 
sults in die form of multiple expansion or contraction of bank 
lOTedit accompany them. Second, gold movements normally 
have some effect upon die discount rates. Unless the banking 
^stem is adequately fortified with a generous supply of excess 
reserves, the export of gold will cause some tightening of the 
money market and some rise in the discount rate. Likewise, the 
import of gold wUl lead to easi^ money rates in the importing 
country unless its banks are already in possesaon of excess re- 
serve. 

, The changes in discount rates, just refored to, set in motion 
two separate and ditonct fcaroes, each of which helps to chedc the 
put^ow of gold. Ihe first of these, which develops quickly and 
in dang ve ning down the pressure upon the debtor ooun- 
goH siiqiply^, is the movement of short-term capital into the 
eopniry in re^cmse’ to iho higher discount rate. The 
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second operates more slowly to remedy the fundamental causes 
of disturbance in the balance of payments. It tahes the form of 
stimulating business activity, prices, and imports when the dis- 
count rate falls because of gold imports, and of reducing business 
activity, prices, and imports when the discount rate is increased. 
Each of these will now be examined. 

Short-term capital movements and the balance of payments. 
The gold standard, working properly and commanding general 
confidence, provides the certainty which is required if short-term 
capital is to move freely between international money markets in 
response to differences in the discount rates. Short-term 'capital 
movements mainly take the form of the purchase of ( 1) bank bal- 
ances, (2) bankers’ and trade acceptances, (3) treasury bills, and 
(4) long-term internationally traded securities. The increase in 
the discount rate within the country having an adverse balance 
of payments induces the purchase of short-term claims against 
it by foreign bankers and other foreign investors. This action 
increases the credit side of the balance of payments and helps, 
temporarily, to restore equilibrium. 

Some adverse debt balances arise from accidental or seasonal 
variations in trade. Given sufficient time, such variations will 
largely cancel out. In such cases the movement of short-term 
capital in response to differences in the discount rates quickly 
checks the movements of gold and minimizes them. Further- 
more, some corrective short-term capital movements may occur 
without discount rate changes. For example, if the United 
States develops an unfavorable trade balance regularly each sum- 
nrer, with a reveraed atuation durmg the winter months, foreign 
bills of exchange will be dear in summer and cheap in winter. 
If there were no speculative dealings in foreign exchange, rates 
would tend to move to the specie moving points, and gold would 

shipped to meet the temporary disequilibrium in the interna- 
tional balance of payments. But, because of the predictable and 
r^ular seasonal nature of the movements of the balance of pay- 
xr^nts and the protection affwcfed by the gold points, American 
bankers are able to purchase foreign biffs during the winter while 
they are cheap, collect the proceeds, and invest them abroad. 
Later, when foreign bills are dear, they will di^ose of these 
foreign funds by offering drafts drawn against them in the for- 
eign exchange markets. All this will occur witkout any gold 
movements and vMhout (feoount rates being higher abroad than 
at home. This practice, common under the full international 
gold standard, involve excessive hazards under inconvertible 
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paper, so that, without the gold standard, corrective movements 
of short-term capital are much less likely to take place. 

Short-run capital movements which assist in ■&e restoration 
and maintenance of equilibrium in the balance of pasnnents may 
be described as “equilibrating” to differentiate them from the 
“disequilibrating” ^ort-term capital movements which charac- 
terize “flights” from currencies imder suspicion. The equilibrat- 
ing type of short-term capital movements occur regularly, as we 
have just seen, in a well-established world gold standard, and 
largely depend upon confidence in the several currency systems. 
The disequilibrating type of short-term capital movements, on 
the other hand, occur in times of international financial panic 
and tend to upset the equilibrium in the balance of payments in- 
stead of helping restore it. The disequilibrating t3q)e of capital 
movements wUl be examined more fully later. 

Even when disturbances in the balance of payments arise from, 
causes other than regular seasonal developments, some short- 
term capital may move to the coimtry which is temporarily ex- 
periencing an adverse balance, since bankers may anticipate that 
. a reversal will shortly be forthcoming. In many cases, however, 
irregular and unpre^ctable adverse balances of any great size 
are unlikely to attract short-term capital in sufficient quantity 
to prevent altogether an outflow of gold. 

Basic corrections in the balance of pa3mients resulting from 
changes in discount rates. The import or export of long-term 
capital constitutes one important item in the balance of payments 
of many countries.* The export of long-term capital, evidenced 
by a net inflow of foreign purities, is a debit item in a country’s 
balance of payments. A change in the discount rate will cause 
some change in long-tom interest rates, whicHj in turn may affect 
the volume of su^ foreign lending. This may occur because of 
the effect of interest rate changes upon the ai>solute volume of 
capital which foreign borrowers will take, or because a change in 
interest rates relative to rates ruling in other international loan 
inarkets^ill cause a drift away from or td Hiose other noarkets, 
as the case may be. 

A second corrective result of a change in discount rates arises 
from the effect of sudi changes on domestic business activity. 
A rise in the rate tends to retard while a lowering of the rate 
tends to expand the rate of business operations. Eor examplq, 
if the discount rate js increased and business activity declines, 
two influen<»s put to work to correct an unfavorable balance 
of payments. The first and most immediate result is to cause 
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a decline in imports. The second result, more remote and per- 
haps more basic, is the decline in prices and costs which the slack- 
ening of business brings about. On the other hand, if a favorable 
balance of payments leads to an import of gold and a drop in the 
discount rate, the resulting expansion in business activity will 
stimulate imports and lead to higher prices. 

Gold movements without corrective effects on the balance of 
payments. The full corrective effect of gold movements appears 
only if changes in the gold supply cause equal changes in the 
reserve funds of the banking system. Further, through the op- 
eration of the discount rate, the change in reserves must lead to 
corresponding and proportional changes in the volume of bank 
credit if corrections are to appear that are of greater significance 
than the spontaneous ones discussed earlier. . But neither of these 
results may be forthcoming. The extent to which the commer- 
cial banks make use of available reserves to support their credit 
structures varies with the state of business. In depression, ex- 
cess reserves may pile up, as we so well know. During pros- 
perous times, on the other hand, the banks are generally “loaned 
up.” Still more important are the varying and unpredictable . 
credit practices of central banks. To illustrate, the central bank 
may adopt any one of three policies following the receipt of newly 
imported gold. First, it may remain passive and allow the im- 
ported gold to increase the commercM bank reserves. Second, 
it may ehoore to offset the effect of the gold imports upon bank 
3:eserves by reducing its holdings of securities. Third, it may 
permit the newly acquired gold to become a base for new bank 
reserves in excess of those created directly by the gold imports. 
To swoomplish this, it may lower the rediscount rate or purchase 
securities in the opgn nwket. Similarly, the central bank may 
ignore, nuDify, or magnify the effect of gold exports.' Without 
doubt, central bank managers, in the formulation of their credit 
policies believe that they are guid«i by the highest inotives, the 
foremost of which is &e (fesane to stabiliae or improve internal 
busine® eonditiona Boweveari the ©feetting; of g(ffd snovemente 
in the interest of domestic stabffity, as practiced by -central banks, 
reduces the corrective forces contributfaigit® saaJatenance of equi- 
librium and therefore handicaps the; operation of the gold stand- 
ard. Furthennore, whenever an ^eacy of the; treasury a 


sit is fifBcwIt to' discover a sufficiently well deiCEtied pattern of central tank 
policy to' penacit any safe i»edioti(ms as to the 'boh&ridr ctf ' bainte, ^ 
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stabilization fund operates to prevent gold movements from af- 
fecting bank reserves, the corrective effects are limited altogether 
to the spontaneous forces arising from the shift in purchasing 
power. 

Moreover, some gold movements take place which tend to 
aggravate rather than correct the basic disequilibrium in the bal- 
ance of payments. Such occur whenever high interest rates and 
speculative increases in stock prices, accompanying a domestic 
boom, cause an inflow of short-term capital requiring an import 
of gold. During such a time, imports flourish, exports are dis- 
couraged, and, were it not for the inflow of short-term capital, 
the balance of payments would appear unfavorable and gold 
would be exported. A loss of gold in such a case is needed to 
check the boom in prices and restore equilibrium. But when 
gold moves in instead of out, it accentuate rather than corrects 
the basic disequilibrium iii the balance of payments. 

Finally, gold movements which arise between countries when- 
ever international financial panic seizes the world’s money mar- 
kets cannot be thought of as assisting to maintain equilibrium in 
the balance' of payments. Early in 1931, in cartel countries 
economic pressure due to the depression led to financial eoUai^ 
followed swiftly by general panic. Deprived of the certain pro- 
tection of the gold standard by the threat of a general abandon- 
ment of gold, short-terrai capital frantically began to seek security 
by moving rapidly away from money centers that were under 
suspicion to those believed to be safe. Under these circum- 
stances, gold movements required to accommodate the shifts in 
dhort-term capital were in no way related to the requirements for 
basic equilibrium in the balance of payments. Furthermore, 
when interest rates rise within a country which loses gold in this 
manner, a return flow of short-term capital is not induced. The 
propensity of 'short-term eaifital to flee from real or fancied in- 
security completely overcomes its normal tendency to be atr 
tracted by higher ipterest rates. The flight of short-term capital 
at such times contributes seriously to the breakdown of the inters 
national gold standard. 

The Time Involved in U^donnqEquiVibrmm 
m the Malakce oj Payments 

{Having examined =the wtective forces that operate to restore 
jmd maintainiequiMhrium m the b^anoe of payments, we are now 
tei^y to consider ,the que^on of the rapidity with which these 
eoayectives inay be expected to act. The ease and rapidity ■with 
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which equilibrium in the balance of payments is restored after 
having l^en disturbed depend upon the circumstances which 
exist within the countries involved. 

The ease of readjustment as related to t3rpes of commodities 
involved in foreign trade. The ease and rapidity with which a 
country’s balance of payments may be restored to equilibrium 
depend to a great extent upon the t3q)e of commodities which 
make up its imports and exports. For example, if a country 
with an adverse debt balance normally imports high-priced con- 
sumption goods and durable goods, it will ^d it relatively simple 
to reduce the value of such imports because of the ease of post- 
poning the purchase of durable goods and the possibility of 
switching from the purchase of high- to lower-priced consump- 
tion goods. The loss of income and purchasing power which re- 
sults from the adverse balance of payments will tend to bring the 
shrinkage in imports just mentioned. In contrast, a country that 
imports foodstuffs and raw materials while exporting high-grade 
fin is h ed products may find it difficult to readjust its balance 
either by expanding its exports or by reducing its imports.® 

Ease of restoration of equilibrimn as related to the magnitude 
the disturbances. The restoration of equilibrium in the bal- 
ance of payments may be easily and swiftly achieved when the 
disturbing forces are relatively small and temporary iii nature. 
In the absence of wars and acute, prolonged depression, dis- 
turbances, though constantly appearing, are m fact small, and 
restoration of equilibrium occurs smoothly and successfully. In 
contrast, in the face of powerful and continuous disturbances of 
the sort arising from war debts, war indemnities, and severe 
depr^ons, the corrective forces which successfully restore 
equilibrium under ordinary circumstances are unequal to their 
task. This is well illustrated by the difficulties which arose in 
connection with the repiurations transfers and the breakdown 


*Cf. P. W. Paish, Policy aad the Balance of International Payments,” 

Eeonomica, November, 1936, pp. 413-422. He points out that countries whose im- 
ports are largely marginal or which have a “h^ marginal propensity to import” 
are likely to be producers of raw materials. Such countries tend to adjust their 
trade bala^ easily. Advanced industrial countries, on the other han4 have a 
“low marginal propensity to impojrt” aad do not adjust so easily. If the latter 
countries are also international banking centers, the strain on their monetary 
structure may be eased by an inflow of foreign-owned diort-tenn balances. For 
a stateinent of the problem of adjusting merchandise mov^nents to re-establish 
equilibrium in the balance of payments, see Viner, Stvdiea in the Theory of ftp- 
tematioml Trade, pp. 307-311. Also see a series of articles by B. Ohlin and 
J. M. Komes on the German Reparations transfer problem which appeared in 
the Economic Journal, Vol. XXXDC, 1929. 
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of the gold standard after 1929, which will be examined in 
Chapter XLV. 

A comparison of the speed of readjustments arising out of 
spontaneous causes with the rapidity of readjustments arising 
out of gold movements, ^ontaneous causes tending to restore 
equilibrium in the balance of payments arise out of the transfer- 
ence of purchasing power from the debtor to the creditor country. 
This trsmsference occurs in the form <d a.roduction of incomes of 
persons living in the country experiencing' the unfavorable debt 
balance (whether it arises from a failure of exportable crops, from 
an expansion in foreign lending, or an increased volume of im- 
ports) . On the other hand, persons living in the country having 
a favorable debt balance will find their incomes somewhat in- 
creased. This increase appears either with or without the move- 
ments of gold. 

Altogether, there is a rather formidable array of factors tend- 
ing to restore the basic equilibrium of cost and price levels among 
the countries of the world by the transference of purchasing 
power among countries whose balance of payments is not in 
equilibrium.^ Because of their immediate and direct effect upon 
incomes within the countries, whose balance of payments is 
disturbed, these spontaneous forces act without delay to promote 
a restoration of equilibrium. It is the prompt results that may 
be expected which make the spontaneous correctives significant. 

In contrast, the corrective forces, oilier Ilian the ^ontaneous 
ones, released by international gold movements operate indirectly 
and with much less promptn^. Except for the spontaneous 
results, to be effective gold movements must cause some change 
in the rate of interest. A rise in the interest rate inside the 
debtor coxmtry tends to attract short-term capital and minimizes 
the outflow of gold during the time required to carry through the 
longer process of a shrinkage of business activity and prices. 
The relative downe® of readjustments arising from gold move- 
ments points to two possible though very different conclusions. 
The first conclusion, frequently heard since 1931, holds that 
an international gold standard can hardly be maintained in 
times of severe dislocations in the balance of payments, for gold 
movements required during the slow and painful process of 
readjusiment must b^uie imbearabfy- burdensome to debtor 
coimtries. Thte seooAu cm^lusion is quite the oppoate in tone. 
It holds that the succ^ful operation of the gold standard over 


^ Cf. Aiigell, Theory of International Trices, Chapter XVI. 
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long periods in the past shows that spontaneous correctives must 
have been operating powerfully enough to preserve equilibrium 
without any great assistance from discount rate changes growing 
out of gold movements. 

Maintenance of international equilibrium without changes in 
the discount rate. In support of the view that spontaneous 
causes play a much more vital part in the maintenance of inter- 
national equilibrium than has been commonly credited to them, 
one may cite the practices of some central banks before the First 
Wwld War, when successful adherence to the gold standard 
was achieved without resort to frequent or corrective changes 
in discount rates. For instance, both the National Bank of 
Belgium and the Bank of France appear to have paid little 
attention to gold movements in the. determination of their dis- 
count policies.* Furthermore, a stable discount rate policy was 
at one time adopted by the Bank of England, which, during much 
of its history, has provided a most illustrious example of the use of 
a changing discount rate to protect gold reserves and to maintain 
equilibrium in the balance of pajunents. 

The compulsion felt by the Bank of England to manipulate the 
discount rate as a means of protecting its gold reserve may be 
understood in the light of London’s position as an -international 
money center. Foreign banks found it both convenient and 
profitable to carry large amounts of funds deposited in London 
banks and invested at short term in the London money market. 
The profitablenesB of leaving these funds in London depended 
upon the interest rate there as compared with rates at home. By 
dinging its discount rate, the Bank of England was able to 
influence the rate of interest earned by these foreign-owned bal- 
ances, and therefore .<K)uld use its discount rate policy to control 
the volume of short-term funds which foreigners would place 
in the London money market. Cmrying relatively, small gold 
reserves^ the Bank of England quite, naturally adopted the dis- 
cesunt rate as the surest and moot convenient method of pro- 
tecting its balanise of pfaymepts from excessive gold drains arising 
from the removal of Aort^term balances. Furthermore, because 
of London’s powM^ul place in the . mteenaiional long-term loap 
market, the BritM balance of payments was esposed tp the 
BT^lar and uncertain pressure whidi; arose put. of any sufidep 
expulsion in the volume of long-term ; foreign inves^:^ 


® Cf. Whale, F. B., Working of the Pre-War Gold Standard,'^ 

Pebniaiy, 1937, p. 20, . ^ - . . % ^ 1 f ^ i ; 
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ments. An increase in the discount rate also helped to ease the 
pressure from this source by attracting additional short-term 
funds from abroad. The most powerful threat to the Bank of 
England’s gold reserves came from long- and short-term capital 
movements, and both of these were subject to control through 
the discount rate. 

The Bank of England, however, did not always follow the 
policy of exercising control over gold movements by adjusting the 
discount rate. During the periods 1891-1893 and 1901-1915, to 
avoid disturbing the domestic money market, it repeatedly re- 
sorted to changes in the price of gold while allowing the discount 
rate to remain unchanged. In addition, it was able to use this 
method to supplement the bank rate and to control gold move- 
ments when the bank rate was ineffective owing to the Bank’s 
being out of contact with the market. The method of controlling 
gold movements by changing the price at which gold is bought 
and sold may best be understood if one keeps in mind that, so 
long as British currency' was unquestionably redeemable in a 
certain amount of gold, movements of gold to and from England 
were determined on the basis of profit. Any changes in the cost 
of importing or exporting gold, therefcare, influenced gold move- 
ments. For example, when the current rates of interest in 
London were such that foreign funds were just on the margin of 
indifference in respect to moving into London, any dtop in the 
cost of importing gold, any bonus offered fear gold imports, would 
tip the balance, and gold would move to London. Similarly, if 
at current rates of interest short-term capital were just on the 
margin of leaving London in search of peater earning power in 
other m^kets, any hindrance whidi increased the cost of export- 
ing gold would prevent die outflow.® 

^ 3116 Bank of Englaiid two ways in which it was able to lessen the cofll^ 
of importing gold. First, although it had the statutory duty to purchase standai^ 
gold bars (^2 fiue) at ^ 17s. 9d. per ounce, it might when it chose pay a higher 
price. By paying this higher price, the Bank gr?tnted a bonus or subady to Ihe 
gold impcffiters. Second^ the ,Bank could reduce the cost of importing gold by 
making advances to banks, without interest, against gold in transit. This relieved 
the importing bank of the eoa^ involved in thS^loss of interest on gold in shipment. 

By changing its selling pric^, the Bank was able to impose restraint upon gold 
B^orts, The law required the Bank to redeem its notes in gold coin, the equiva- 
*lent of £3 ITs, I0%d. per oimce of standard gold. For the convenience of the 
purchasers of gold for export, the Bank commonly sold gold in the form gold 
bars or gold doin of the^cdui^cy to wldch gdd was to be ^lippecL But if it 
! wi^ed to plkce a barrier in Mle way of gold experts, the Bank could stand upon 
,4^ iegali ri^irts of redeleteing als iiotes in istendard Mtish sovereigns. To escape 
ddded of ctmverting MUsh mm mto bass a: mto forefen co&l, the ex- 
porter TOuld prefer to pay a premium for such bars or coin. By raising its selling 
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The success attained by the Bank in its efforts to control gold 
naovenaents by changing its busdng and selling price for gold 
rested largely upon the sensitivity of short-term capital to oppor- 
tunity for profits. For example, whenever the Bank was main- 
taining its buying and selling price for gold at a high level, with 
no change in interest rates, it became worth while to acquire and 
hold London funds and speculate on the almost certain prospect 
that a dearer pound and a lower price of gold, corresponding to 
the statutory price, would presently appear. 

The experience of the Bank of England, when it successfully 
controlled the movements of short-term capital and gold without 
relying upon changes in the discount rate, throws some light 
upon the strength of the spontaneous forces that operate in the 
interests of international equilibrium. Modest changes in the 
buying and selling price of gold, while exercising control over gold 
movements arising from the sensitive shifts in short-term capital, 
could hardly have been of any substantial short-run influence 
upon the other basic items comprising the British balance of 
payments. The success with which the Bank of England was 
able to pursue a stable discount rate policy during the above- 
mentioned periods may be taken to ’indicate that the spontaneous 
forces operating to establish and maintain equilibrium in the 
balance of pa3maents are more powerful than is sometimes be- 
lieved. This is further fortified by the experience of other central 
banks that were not confronted with the problem of large f oreign- 
®wned short-term funds, but which succ^ded in remaining on 
the gold standard for long periods without frequent corrective 
adjustments in the discount rate. 

The importance of powerful spontaneous correctives in a suc- 
cessful gold standard world. One of the most serious criticisms 
made of ihe international gold standard is the necessity for gold 
to move and for corrective changes in discount rates to occur in 
wder that correctives for disequilibria may be forthcoming. 
Such changes dearly involve changes in business activity, prices, 
and employment. In a world become sensitive to tie great im- 
portance of economic stability, an international financial system 
that relies for its operation upon frequent reversals, in the direc- 
tion of business activity seems intolerable. It is argued that 


price cm standard gold bars and for^gn coin, tbe Bank increased tke cost of gold 
export. The maximmn recorded pricje charged by the Bank for standard gold bars 
was £3 18s. Id. per ounce on sales m^e in November, 189^, and Sept^ber, 1900^ 
<Sayen 5 , R. S,, Bank oj EngUmd Operations, i890-1914, London, P. S, Ring <fe Son, 
ltd., 1930, p. 82.) : i 
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in such a system, gold movements must be permitted to exercise 
their full effect upon the volume of credit and currency. Thus, 
the export of gold must lead to a reduction in credit and currency 
by an amount equal to the appropriate multiple set by banking 
reserve ratios. The import of gold must be followed by a cor- 
responding multiple expansion of credit and currency. The rules 
of the gold stan^d game must be adhered to lest the whole 
system coUapse. Offsetting, stabilizing, and gold-sterilizing ac- 
tivities of central banks cannot be tolerated if the gold standard 
is to work. 

The existence of powerful spontaneous correctives, however, 
changes the picture greatly. No longer need it be argued that 
the restoration of equilibrium, once it has been disturbed, requires 
gold movements and multiple changes in the volume of currency 
and credit based upon the gold. To a very considerable extent 
we may expect that the transfer of purchasing power,, part of 
which may arise directly out of gold movements, provides power- 
ful correctives. To the extent that this is so, multiple credit 
expansion upon the basis of gold imports is not only unnecessary 
but also undesirable. Some absorption of gold imports by the 
central bank in order to prevent such mxdtiple credit expansion 
need no longer be consideped a sin against the gold standard but 
a positive virtue. In other words, not all actions of central banks 
in the interest of internal stability need be considered directly 
in conflict with the international gold standard.^ 

Heavy Unilateral Capital Transfers 

Despite the undoubted existence of spontaneous forces tending 
to maintain equilibrium without large gold movements, it is not 
likely that heavy unilateral capiM transfers, such as reparations 
payments and long-continued foreign lending, can be accom- 
plished without some ^ift in gold. This drift will cause or at 
least permit such an adjustment in the credit, price, and cost 
structures of the countries involved as is necessary for the estab- 
lishment of equilibrium in the balanee of payments of each. 
Likewise, countries producing gold for export tend to have an 
internal price level high enough, relative to the outside world, 
to enable them to have an import surplus equal to the value of 
the exported gold. 

The case of Canada’s foreign borrowing, 1900-1913. Canada, 
which was a fairly continuous and heavy borrower from abroad 

Cf . T^ale, F. B., *'The Working of tibe Pre-W^ Gold Standard,” Economical 
1 ebruaiy^ 1937. 
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between 1900 and 1913, provides a good example of the transfer 
of capital that requires fundamental adjustments to maintain 
equilibrium. We are indebted to Professor Viner’s study of this 
episode in Canadian history for information as to the develop- 
ments that accompanied the capital transfer.^ During this 
period, Canada borrowed approximately 2^ billion dollars, of 
which about 1% billion dollars represented a net capital inflow, 
while the remainder was used to pay the mounting interest 
charges on pre-existing foreign indebtedness. This transfer of 
capital was accompanied by an expansion in the volume of Cana- 
dian bank notes and deposits, resulting from the sale of foreign 
exchange bills to Canadian banks by borrowers seeking to realize 
on their borrowed funds. This was accompanied by a growth of 
the foreign exchange held in London and New York by the 
Canadian banks. Later, as occasion arose, the Canadian banks 
owiverted part of their foreign exchange holdings into gold. Ex- 
cept toward the end of the period, there was little evidence that 
the Canadian banks used their newly acquired cash resources as 
a basis of multiple credit expansion. The bulk of the transfer 
capital into Canada was therefcare accomplished by means of 
Ac direct transfer of purchasing power arising out of the borrow- 
ings abroad.” This fact seenas to support the view that multiple 
og^aasion of bank credit upon the basis of newly acquired gold 
« not needed to effect a transfer of goods required to re-establi^ 
equilibrium. 

The movement of prices in Canada during the period, shown 
in Table 66, indicates clearly the manner in which the net eom- 
fljyodil?? i»iwts were mdueed. Dura^ tbe pwiod, Canadian im- 
povt prk^ rose mote slowly than did domestie-and gmeral whole- 
sale while rotaa ihoore than did general 

prioes but. rescnained below domestio prices. 

Incidental^, the Ca a ac K a n exp^ienee shows something of the 
roundabout nature ol mtetnatnmal oapital movements. Al- 
though hieollurds of tbe CaaadiaB borrowing was from England, 
aa cen^ared one-third from the. ISnited Statesi, Canada*s 
tieade (oonnnodity) balance with En^azud remained favorable 
heeasuse the rise in graia estports wath the settlement of the 
Weak On the other hand, most of the excess of Canadian com- 
modity imports, representing the net capital iiiflow, came from 
tfch IMted States. . . ’ 

i^Viner, Jacob, Canada’s Balance of International Indebtedness, 19Q9-i9iS, 
l^aTssrd I&dvmty Psees, 1^. ; , • . ’ . 

. ** Of. Viner, Jacob, Studies in the Theory of International Trader 41S. ' ' ' 
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TABLE 66 

Prices in Canada, 1900-1913* (1900 = 1(K)) 



General 

Wholesale 

Year 

Prices 

1900 

lOO 

1901' 

lOO 

im 

m 

1903 

im,. 

...104 

105 

190®.; 

m 

1906 

114 

1907 

122 

1908 

118 

1909 

119 

1916 : 

121 

1911 

124 

1012 

136 . 

1913 

132 


Domestic 

Import 

Export 

Prices 

Prices 

Prices 

100 

100 

100 

112 

95 

101 

119 

93 

103 

119 

98 

103 

119 

94 

104 

121 

98 

108 

123 

107 

115 

136 

114 

124 

134 

100 

120 

141 

102 

124 

146 

105 

126 

151 

104 

129 

162 . 

113 

139 

162 

114* 

134 


♦ James W. Ang^, The Theory of Intematioml Prices, 1926, p. 510. Sprinted by 
^ ^ Pwideat Mlows d HaxTard College. 
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The necessary causal ^sequence resulting in international ca^> 
tal movements. A difference of opinion exists as to the proper 
and necessary sequence of events which lead to a net unilateral 
capital transfer of any magnitude. The classical theory of inter- 
national trade stresses the manner in which the appearance of net 
foreign lending leads to the development of the appropriate vol- 
ume of net commodity exports needed to effect the capital trans- 
fer. Gold movements, price adjustments, and transfer of pur- 
chasing power combine to accomplish the desired results. A 
different view, however, is held by those who believe that foreign 
lending (or other unilateral transfers) can be carried through 
successfully only when thl? lender has ^eady developed a favor- 
able balance of payments sufficient to provide foreign claims 
equal to the transfer.^® This viewpoint is ably presented in the 
quotation which follows: 

If a country has a favorable balance of payments on current account its 
nationals can lend abroad to the extent of tins favorable balance without 
causing any drain upon its gold reserve. If, however, it has no favorable 
balance on current account, or if its nationals in fact lend abroad to an extent 
la^r than its favorable balance, its gold reserve will be depleted. Within 
reasonable limits and for a reasonable time there may be no objection to this. 
It may mdeed happen that a country possrasing an exceptionally heavy gold 
reserve may be positively anxious to see it reduced to smaller dimensions. In 
such circumstances it will welcome a tendency for its nationals to lend abroad 
to an extent greater than its favorable balance on current account. But a 
persistmit outflow of gold would be unwelcome to a country whoa gold reserve 
is already no lai^ than it desires normally to retain. To avoid such a 
persistent outflow it is essential that its net foreign lendings should be kept 
within the limits of its favorable balance of payments 'on current account. 
This k what is meant by the common dictum that a country’s capacity to lend 
abroad is limited by its export surplus. 

The position taken by the writers of the report from which the 
above quotation is made resemble rs,ther closely that of Con- 
tinental economists 'Who generally iiefuse to accept the classical 
theory of international trade. Their reasons for taking this posi- 
tion, however, are somewhat different. The Continental econ- 
omists hold that automatic corrections in the balance of pay- 
ments do not necessarily follow disturbance to equilibrium. 
ITierefore, outside controls must be imposed upon, the transac- 
tions entering the balance of payments in. order that equilibrium 

it 

^*See Viner’s discussion of the Ke 5 nies-Ohlin controversy on the question of 
the transfer of Reparations payments in Studies in, the Theory of International 
Trade, pp. 307-^lL 

The Problem of International Investment, a report by a study group of mem- 
bers of the Eoyai Institute of International Affairs, 1937, p. 55. 
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may be maintained.” The writers of the report just quoted ac- 
cept the possibihty that an adjustment may be reached but fear 
that it will take the form of gold exports, tighter money rates, 
depression, and a decline in imports instead of an expansion in 
exports. 

Angell, The Theory of International Prices, pp. 368-369, 399. 



Chapter XXXIX 


IXTERNATIONAL PRICE RELATIONSHIPS 
UNDER INCONVERTIBLE PAPER 
CURRENCIES 

I N THE preceding chapters we have examined the conditions 
necessary for international equilibrium under the gold stand- 
ard. When the several currencies are convertible into a given 
quantity of gold, the rates of exchange are rigidly held within the 
narrow limits of the gold points. Disequilibria in the balance of 
pajrments must be corrected by adjustments in the internal price 
and cost structures. 

The maintenance of equilibrium with pure paper currencies. 
When inconvertible paper currencies are used, the equilibrium 
in the balance of payments may be restored and maintained by 
changes in foreign exchange rates, changes in prices, or both. 
Unlike the gold standard, pure paper currencies provide no gold 
points. Under pure paper currencies, therefore, the rates of ex- 
change may vary widely in response to the changing forces of 
supply and demand. For example, if a country on a pure paper 
standard were to have an unfavorable debt balance, the price of 
foreign exchange would rise as under the gold standard. But 
whereas under the gold standard a limit to the increase in f orei^ 
exchange rates is set at the gold export point, under inconvertible 
paper no such limit existe. Instead, an unfavorable debt balance 
in a country using inconvertible paper currency must cause such 
a rise in foreign exchange rates that the supply of foreign bills 
will equal the demand for them. 

Before going further, it is necessary to recall that although an 
approximate equilibrium in a country’s balance of pa3unents for 
such a period as a year’s time may easily come about, such an 
equilibrium cannot be e:^ected for any given day or even for 
any single season. Obvious difficulties would accompany any 
attempt to equalize the basic debit and credit items in the bal- 

• KOC 
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ance of payments for a short period. For example, American 
exports of agricultural products have tended to be concentrated 
largely in the autumn and early winter. During this season 
the balance of pajrments is favorable, while it becomes unfavor- 
able during otW seasons when an excess of imports appears. 
Under the gold standard, no consequences attach to these sea- 
sonal disturbances to the balance of payments so long as they 
eventually cancel out. The day-by-day and the seasonal in- 
equalities between debit and credit items are smoothly cared for 
by the movement of short-term capital. Such capita moves 
from the creditor to the debtor country in response to small 
changes in discount rates or, regardless of discount rate changes, 
to obtain a profit by buying foreign exchange cheap and selling 
it dear. But with inconvertible paper currencies, much less 
opportunity exists to offset short-term and seasonal inequalities 
in debits and credits in the balance of payments. Dealers in 
foreign exchange who would quickly transfer short-term capital 
to fill the gap imder the gold standard will be much more reluc- 
tant to take such a step under inconvertible paper currendes 
because of the other forces which may eau^ entirely unpredict- 
able fluctuations in the exchange rates. The purchase of foreign 
exchange when a current favorable balance makes it cheap in- 
volves vastly greater hazards when currendes are inconvertible 
paper than when the gold standard provides a point of certain 
reference in the form of gold parities. Under pure paper cur- 
rencies, therefore, an equality in the balance of payments during 
a season when exports normally exceed imports requires a fafl in 
the fcaeign exchange rate until one of two results occurs. First, 
the rate may decline to a point where speculative purcha^ of 
fordgn exchange wifl become nimKrous enough to take off the 
market the excess supply of foreign bills. Second, if speculative 
buyers do not ssppeest in sufficient numbers to absorb the supply, 
the fore^ esdiange rate fall until experts are reduced and 
imports increased to the point of equality. It follows, therefore, 
that r^ardless of the existence of equilibrium in the annual bal- 
ance of payments, inconvertible paper currency requires marked 
seasonal and daily fluctuations in exchange rates to provide the 
neqe^ary short-run equilibriumu^ This in part explains the need 
for stah^ation fund ©potions by government agencies to pro- 
vide ^ort-ruh exchange stability for paper currendes. 


Eeyaes, J. M., Monetaay Eeform, New Yosi, Hareourt, Brace & Co., 1924, 
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Over a period of time sufficient to average out seasonal and 
irregular fluctuations, exchange rates between paper standard 
countries must adjust themselves so as to provide equilibrium in 
the balance of pa 3 Tnents of each. An unfavorable balance of 
payments causes foreign exchange rates to rise appropriately, 
while a favorable balance causes them to fall. A rise in foreign 
exchange rates has the effect on foreign importers of lowering 
the general level of domestic prices while increasing the cost 
of imported goods. For example, if the exchange rate between 
the inconvertible pound and dollar were £1 = $5, and at this 
rate American imports rise and exports fall off, it is evidence 
that American prices are too high. Let us suppose that the 
excess of American imports forces the dollar value of the pound 
to rise to $6, British importers now find that £1 will buy $6 
worth of American goods instead of 15 worth. In effect, there- 
fore, American goods have become cheaper in terms of pounds. 
A fall in foreign exchange rates, on the other hand, increases the 
price of goods to foreign importers, while it lowers the cost of 
imports from abroad. 

When the exchange rate between paper standard countries is 
not one that provides equilibrium in Ihe balance of payments, 
two results may occur. Ih'st, as we have already noted, the rate 
of exchange may shift to a point which satisfies ^e requirements 
of equilibrium. Second, internal prices within the countries 
concerned may move to levels which provide equilibrium at the 
ruling exchange rates. Because of their flexibility under paper 
standards, exchange rates are more likely to make the adjustment 
than are the price levels. Further, one of the advantages com- 
mcHily advanced fca: inconvertible paper currencies and free ex- 
change rates is the ease and rapidity with whidi exchange rates 
can adjust themselves to restore equilibrium in the balance of 
payments once it is disturbed. This is in marked contrast to the 
slow and sometimes painful adjustments of cost and price levels 
required under the gold standard. 

Purchasing Power Parity Theory of Exchange Rates 

We have already seen that under pure paper currencies there is 
some equilibrium rate of exchange that tends to maintain a bal- 
ance of payments between the countries involved. From our 
analysis it clearly appeared that this rate is one that equalizes 
the various import and export transactions in the ligjit of the 
ruling price levels. It naturally follows that some attempt 
should be made to explain this equilibrium rate , of exchange in 
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tenns of liie levels of prices. The purchasing power parity 
theory of exchange rates is an attempt q)ecifically to relate the 
rate of exchange to the price level.® 

The argument upon which the purchasing power parity theory 
rests is the very sensible one that people primarily want foreign 
money because of the purchasing power which it has in that 
foreign country over commodities, services, and so forth. When 
one offers his own money in exchange for foreign currencies, he is 
offering to give up bu3dng power over commodities at home in 
exchange for buying power over things abroad. Therefore, one’s 
valuation of foreign currencies in terms of one’s own primarily 
rests upon the relative purchasing power -of each currency in its 
own country.* This leads to the obvious conclusion that the rate 
of exchange depends upon the relative price levels and may be 
expected to vary with changes in these price levels. 

The calculation of purchasing power parity exchange rates. 
The true normal or eguilibrium exchange rate between countries 
cannot be calculated directly by comparing the buying power 
of a unit of domestic currency over a representative list of com- 
modities and services with the buying power of a unit of foreign 
currency over a similar list. To calculate the importmice or 
value of a unit of foreign currency for buying foreign goods to be 
brought back to ond’s own country, one must allow for aU the 
costs of transferring the goods, such as import duties, freight, and 
other shipping expenses. These costs differ from commodity to 
commodity, and appropriate allowances for these costs would be 
next to impossible to naake. Of still greater importance is the 
fact that most commodities move in but one direction, so that a 
comparison of prices of any given group in the two countries 
would have little significance. Prices of conomodities exported 
from the United States to England must have a price in England, 
calculated at the ruling rate of exchange, sufl&ciently above the 
price here to pay the costs of transfer. The same rule applies to 
prices of goods moving from England to the United States. The 
purchasing power parity rate, if it be considered an equilibrium 


2 Professor Gustav Cassel is mainly responsible for the development and ex- 
position of this theory in present-day economic literature. For a statement of 
his view, see his Money and Foreign Exchange After 1914, New York, The 
Macmillan Co., 1922, pp. 1377I02. 

3Gf, Casfeel, op. cit^, pp. 138-139. For criticisms of the purchasing power 
parity theory, see Haberler, Gottfried von, International Trade, New York, The 
Macmillan Co., 1938, p. 32; Jacob Viner, Studies in the Theory of International 
iSrade, New York, Harper k Bros., 1937, pp. 379-387; and Howard Ellis, German 
Moneiarp Theory 1906^9$$, Cambridge, Bfervard University Press, 1934, Part lU, 
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rate of exchange, is merely one at which the total value of every- 
thing bought from the rest of the world by the United States is 
equal to the total value of everything sold to the rest of the 
world. The money value of any particular bill of goods at 
home and abroad cannot possibly give a valuable clue to the 
equilibrium exchange rate. 

Gustav Cassel, a leading proponent of the theory, attempts 
to calculate the purchasing power parity rate indirectly. He 
assumes that during some normal period, usually after the gold 
standard has been in operation for a time, the rate of exchange 
actually ruling is the purchasiag power parity rate for the 
price levels that exist in the countries involved. For example, 
before the First World War, mint par of exchange between. 
England and the United States was £1 = $4.86, a rate which may 
be taken as the purchasing power parity for the ruling price 
levels. After the gold standard was abandoned, if the price level 
in England had doubled while that of the United States had 
remained unchanged, the relative purchasing power of the pound 
would have declined by one-half, and the rate of exchange, 
purchasmg power parity, would then stand at £1 = $2.43.. To 
calculate purchasing power parity, therefore, the price levels for 
the normal period should be taken as a base (that is, 1913 = 100 
in each country). The rate of exchange in this normal period is 
multiplied by the ratio of the price indexes for each country at 
the date for which the new equilibrium rate of exchange is to be 
calculated, and the result is the purchasing power parity rate. 
Thus, to use our previous example, if the old rate of exchange in 


1913 was 1 ^^ and the ratio of priora ip the two countries has 


become^, jmrdiafflijsg power parity wouM be X—, or 
tuu $486 100 

mM' 


Criticisms of Cassd’s method. Although Gassd’s method for 
estimating purchasing power parity is obviouriy a handy gfihftinp 
for obtaining a general idea of tiie equilibrium rate, its accuracy 
may be seriously questioned. Objection to this method of calcu- 
lation may be made on several grounds. 

1. Price indexes upon which the calculation is based must be 
repr^ntative of costs and prices of things that' move in inter- 
national trade. For this reason, indexes of wholes^ prices 
more suitable than g«ieral price indexss. But a good deal of dis- 
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persion among individual price movements accompanies changes 
in average wholesale prices, and there is no way of knowing the 
extent to which prices of particular goods entering foreign trade 
move in harmony with the general average. To the extent that 
costs and prices of goods that are important in foreign trade move 
differently from the average shown by the index, the calculated 
results are invalid. For example, let us suppose cotton to be the 
principal export of country A, in which the index of general prices 
has risen 20 per cent. If new and more economical methods of 
growing cotton have been developed during the period, cotton 
prices might remain stable in the face of increases in other prices. 
A calculation of purchasing power parity based upon the general 
price index would “undervalue” (x place too low a foreign ex- 
change value upon the currency of country A ; for so long as the 
price of cotton, the principal export, is unchanged, the foreign 
exchange value of country A’s currency will be unchanged. 
Furthermore, the relative importance, and therefore the weights, 
of different commodities included in the domestic price index may 
be quite different from their relative importance in foreign trade. 

2. The method of calculation proposed by Cassel is based upon 
the old rate of exchange, which is assumed to be normal for the 
base-year price levels. ' But the correctness of this exchange rate 
is dependent upon conditions existing at the time in respect to 
the type and relative amounts of the commodities moving in 
international trade. During the interval of time between the 
base year and the year for vdiich the calculation is made, marked 
changes in the tjqjes of such commodities are likely to occur. 
New products appear, tastes change, and competition from other 
countries may seriously modify the terms of trade. Especially 
is this objection a 'serious one whm the base year is remote. 
Moreover, if the cost of transfer between countries has changed 
between the base year and the calculated year, the calculation 
will be inaccmate. 

3. The mcchange rate for the base year, assumed to be the 
equilibrium rate, was one that permitted a favorable trade or 
merchandise balance for capital-exporting countries. Any sub- 
stantial change in the nature of international capital movements, 
therefore, would tessen the validity of the calculated rate. 
For instance, during the period 1924-1928, the annual net ex- 
port erf long-term captal by the United States averaged about 
|6SO,{IK),O0O. . In 1^ it had dedined to $290,000,000. The 
ruling exdiange ra te during the 1924^1928 period must have been 
rou^y equal to purchasing power parity, taking into account 
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the annual export of a substantial amount of long-term capital as 
represented by our net security piurchases from abroad. , Unless 
offset by an increase in export of short-term capital, the sudden 
decline in our long-term foreign lending in 1930 required as an 
offset an increase in imports or a decline in exports. Unless 
prices in the United States increased relatively, foreign exchange 
rates would have to fall if the rate of exchange is to become true 
purchasing power parity under the changed conditions of Ameri- 
can long-term foreign lending. 

The price index best suited for calculating purchasing power 
parity. In spite of the above difficulties that accompany at- 
tempts to calculate the -equilibrixim or purchasing power parity 
rate of exchange between paper standard countries, there are 
times when such a calculation may be of practical value. In times 
of unstable and fluctuating exchange rates, it provides a rough 
measure of the extent to which the actual rate deviates from the 
equilibrium rate. It provides a guide to stabilization efforts 
when the problem of exchange stabilization arises. The price 
index that wiU provide the best possible basis for calculating the 
equilibrium rate is, therefore, a proper subject for inquiry. 

There are some who advocate the calculation of purchasing 
power parity solely upon the basis of prices of commodities which 
actually move in international trade. But such a calculation 
would be of little value. With any given rate of exchange, the 
market prices of commodities that move freely in international 
trade differ in the several markets by no more than the cost of 
transferring or shipping them from one place to another. With 
allowance for the time involved in arbitrage transactions by 
traders, the relative prices of such goods in different countries 
must always reflect the existing rate of exchange Therefore, a 
calculation based upon index numbers of prices of these goods 
alone must always riiow that the ruling ratenf exchange is the 
true equilibrium rate. Such a calculation is further invalidated 
by the fact that changes in the relative prices would not neces- 
s^y cause proportiond dianges in the equilibrium rate of ex- 
change, because other goods previously unable to move in inter- 
nation^ trade would begin- to do so.* 

The ideal price index for calculating the purchasing powOT 
parity rate of exchange is one comprised cff the prices of the 
factors of production involved in the making of goods actually 
entering or on the margin of entering international trade. The 


‘ Cf. Keynes, Monetary Reformj pp. 100, 382-383. 
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yalue of such an index of prices rests upon the fact that the con- 
sideration which in the last analysis determines whether or not a 
commodity will move in international trade is the cost of produc- 
tion at home, including transfer costs, compared to its price 
abroad calculated at the current rate of exchange. If the price 
realized on exports is less than the price of their factors of pro- 
duction, exports will shrink. If the price realized on exports 
is greater than the price of the factors involved in their produc- 
tion, exports win expand. If, therefore, at the ruling rate of ex- 
change exports so languish that they are less than imports and a 
country experiences an unfavorable balance of pa 3 nnents, the 
domestic currency is said to be "overvalued” in the foreign ex- 
change markets. Foreign exchange rates are too low and must 
rise to provide an equihbrium. On the other hand, if at the rul- 
ing rates of exchange exports flourish and so outrun imports as 
to provide a country with a favorable balance of pajmaents, the 
domestic currency is "undervalued” in the foreign exchange mar- 
kets, and foreign exchange rates must fall to provide equilibrium. 

It is quite impossible, however, to procure an index of "efih- 
ciency wages” of the factors of production used in each country 
to produce commodities that move in international trade. In- 
dexes of the cost of living are sometimes used in the calculation 
of purchasing power parities in the belief that they reflect, more 
nearly than do wholesale price indexes, the changes in funda- 
mental costs of production. Probably general wholesale com- 
modity price indexes, however faulty for the purpose, provide the 
most practical basis. available for calculating pxnchasing power 
parity. 

Deviations from the true equilibrium exchange rate. Dis- 
turbances in the balance of payments occurring under the gold 
standard are evidence that the actual rate of exchange is not the 
true equilibrium rate. Such a situation calls fbr a correction in 
the cost and price structures of the counlaies involved. Similar 
disturbances occur under in(x>nvertible paper currencies. The 
forces that commonly create disequilibrium in the balance of pay- 
ments of a paper standard country include the following: (1) 
dianges in the level of prices relative to prices abroad; (2) 
changes in the demand for specific commodities moving in inter- 
national trade; (3) changes in the costs of transferring goods 
from one country to another, particularly changes in import 
duties; (4) changes in the direction and magnitude of long-term 
capital movements and unilateral transfers, such as war indem- 
nitiffi; (5) short-term capital moveiUents. Each of these forces 
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is a familiar cause of disequilibrium under the gold standard. 
One important difference exists, however, in the part played by 
short-term capital under the two standards. Unlike sound gold 
standard currencies, pure paper currencies are exposed to severe 
short-term capital movements of a speculative nature, which in- 
troduce highly unpredictable, uncontrollable, and violent dis- 
turbances in the balance of payments. For this reason, exchange 
rates under inconvertible paper currencies are likely to deviate 
sharply from the equilibrium rate much more than are exchange 
rates under the gold standard. A paper standard currency, there- 
fore, may readily become either overvalued or undervalued in 
terms of foreign currencies, depending bn whether its value is 
greater or less than what it should be at the true equilibrium rate. 


TABLE 67 


Pbscentage Ratio op Ptibchasikq Power Parity to the Actxjaii Exchange Rate 
op Sei^cikd EtJROPEAN Inconvertiblb Paper Currencies in Teems 
OP THE Dollar * 



Sweden 

Switzer- 

land 

Nether- 

lands 

Great 

Britain 

France 

Germany 

1919 

Jan 




90.7 

60.1 

1482 

April 


- . « 

. . . 

95.7 

693 

208.4 

July 

. . » « ... 

# • • 


95.9 

813 

224.4 

Oct 



••• 


93.0 

91.7 

241.0 

1936 

Jan 

.... 882 


863 

107,0 

1083 

260.4 

April 

.... 80.7 


90.9 

962 

1283 

2223 

July 

.... 7SZ 

. . . 

^3 

1013 

1153 

1653 

Oct 

.... 802 

... 

97.1 

104.8 

1242 

231.1 

1^ 

.... 

.... 782 

872 

973 

953 

125.4 

1753 

Aprjl 

.... 70.5 

793 

973 

92.1 

. 113.7 

1683 

July 

.... 833 

92.0 

looa 

1013 

1053 

1803 

Oct 

.... 85.4 

81.6 

101.0 

1093 

1142 ’ 

2013 

1922 

Jan 

.... si.9 

773 

923 

10L9 
' 9^8 ■ 

103;9 

173.1 

April 

.... 83.7 

: 

933 

! 95.1 

1543 

July 

.... 923 

952 i 

98.0 

mr 

' ixu ' 

180.0 

Oct 

.... 913 

973 

1023 

1103,. 

1192 

2000 

1923 

Jan 

.... 95.3 

913 

101.0 

< 1033 

U6j& 

1903 

April 

.... 95.0 

902 

1043 

1052 , 

AlOS 

„ 1313 

July 

.... 93.6 

913 

106.7 

109.1 

121.6 : 


Oct 

.... 96.4 

913 

1062 

109.7 

’I17B 


♦CompUed from data appearing in Graham, Ifwchanffe, Prices, aM l» 

O^mani/f Z9£(h-l$$S, Princeton, N. J,, Princeton 
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Corrections when the actual rate deviates from the true rate 
of exchange. Whenever a country’s currency becomes “over- 
valued” in terms of foreign currencies, its exports tend to decline 
and its imports are stimulated. The opposite results arise from 
undervaluation. For example, let us assume that £1 = $5 rep- 
resents the true equilibrium rate, but that the actual rate stands 
at £1 = $4.60. Whereas $5 should be required to buy £1, it now 
takes but $4.60. Pounds are therefore at a bargain (that is, are 
undervalued), while dollars are too dear (that is, are overvalued) , 
Pressure in the United States to buy cheap pounds will tend to 
force up the price of pounds in terms of dollars, while reluctance 
in Bn^and to buy dollars will cheapen American currency. 
Whenever the actual rate deviates from the equilibrium rate of 
exchange, natural economic forces tend to bring a correction. 

Whenever the rate of exchange is free to move toward the true 
equilibrium rate, prompt adjustment tends to occur through a 
change in the exchange rate and with but little effect upon the in- 
ternal price structures. It is for this reason that the advocates 
of managed paper currencies contend that without the gold stand- 
ard it becomes possible to regulate and control the internal price 
level of a particular country without reference to the behavior 
of prices a^oad. But sometimes paper currency exchange rates 
are not merely the passive reflection of the res^etive price levels 
within the countries coneerneA Instead, the farces operating 
against the exchange rates may be continuous and powerful 
enough to oyercome the natural tendency of the rate to mtum to 
normal. Under sueh ciremnstancc^ the adjustment may come 
about by ,a char^ in the pric© levels. . The persastence of the 
fw^es careaiing draequilibEiuin in the balance of payments has 
Jed. some to beheye titat natural forees cannot be relied npon to 
maintain equilibrium. This belief is embodied ia the “bailee of 
payments” theory (rf exdaaj^ ratea 

The B^lcmce oj Payments Theory oj Exchange Bates 

Pimehasiagpowerparity theory of eSDchange rates. We have 
already caEamined the thetwy that exchange rates under incon- 
vertible paper currencies are determined by purchasing power 
parii^ (»" by the relatave priee levels in the countries concerned. 
If at amy particular time the ^jfeual maAet rate of exchange devi- 
ate from the true equilibriuBi rate,, the market rate tmds to 
move in the direddon of the equilibrium rate. The best caleu- 
latldn that can be made of the equilibrium rate is that based on 
the relative changes in internal priee levels of the two« countries. 
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A fall in the value of a country’s currency in the foreign exchange 
market is therefore explained by a rise in that country’s price 
level relative to prices abroad. Internal currency inflation, there- 
fore, explains a fall in foreign exchange value of this currency. 
Since budgetary deficits tend to lead to inflation of prices, these 
deficits are associated with the depreciation of a country’s cur- 
rency on the foreign exchange markets. This explanation is 
closely related to the quantity theory of money. It is not sur- 
prising, therefore, that critics of the quantity theory reject pur- 
chasing power parity as an explanation of exchange rates. 

The balance of payments theory. The balance of payments 
theory holds that foreign exchange rates are determined by in- 
dependent factors not directly related to internal price levels and 
the quantity of money. Such independent factors tending to 
cause a rise in foreign exchange rates would include requirements 
for debt payments, reparations, and an inelastic demand for raw 
materials needed from abroad. Because they deny that there is 
any real inter-euirency parity corresponding to purchasing power 
parity, the adherents of this theory reason that causes of changes 
in exchange rates he within the forces deter m i n ing the balance of 
payments rather than in the internal price levels. They hold 
that exchange rates reflect rather than influence the balance of 
payments. Because they deny that there is anything automatic 
about the maintenance of equihbrium in the balance of pay- 
ments, they find ample justification for tariffs, quotas, exchange 
regulations, and other forms of state interference designed to pre- 
vent an unfavcffable debt balance. This is in sharp contrast to 
the conventional quantity theory view that equilibrium is auto- 
matically re-established either by an adjustiqent of price levels 
if under the gold standard, or by an adjustment of exchange rates 
if off the gold standard.® 

Closely allied with the balance of payments theory is the view 
held by some students of the acute postwar inflation experiences. 
They believe that exchange depreciation of those times originated 
in forces that operated directly against the exchange rates, and 
that this caused rising internal prices and an expansion in the 


^Cf. Angell, James W,, Theory of International Prices, Cambridge, Harvard 
University Press, 1926, pp. 331-333 and Haberler, International Trade, p. 31. For 
a detailed examination of the ^^balance of payments” theories, see Ellis, German 
Monetary^ Theory, 190S^i9SS, Chapter XIV. Throughout the period of postwar 
inflation in Germany, the Eeidisbank, the government, the bankers, the indus- 
trialists, and the pi^ss insisted ti^ depreciation of the mark caused by 
the state of the balance of p4j^^n1s, Cf. Costantino Bresciani-Turroni. The 
Economics of Inflation, London, G. Alien Unwin, 1937, pp. 42-46- 
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quantity of money. Thus, it has sometimes been held that the 
line of causation advanced by the quantity theorists was actually 
reversed. 


Interrelation of Prices and Exchange Rates 
under Acute Postioar Inflation 

Postwar inflation in France. After the Armistice of 1918, 
prices in France, like those of the rest of the world, rose with 
the postwar boom and subsequently collapsed in 1920. Unlike 
England and the United States, France failed to balance its gov- 
ernmental budget after the war. Between 1924 and 1926, wan- 
ing public confidence compelled the French Government to de- 
pend more and more upon inflationary borrowing at the Bank of 
iVance.® As early as 1923, the value of the franc began to de- 
cline in the foreign exchange markets because of the appearance 
of speculative pressure. The collapse of the German mark in 
1923 increased the fear for the security of other currencies. Re- 
ceipts from reparations payments became more and more un- 
certain, while the inability of the government to balance its 
budget brought increased suspicion of the future of the franc. 
Anything like an exact estimate of the magnitude of the pressure 
placed upon the franc at this time by the speculative “flight” of 
capital can hardly be made. Indirect estimates, however, indi- 
cate that between 1923 and July, 1926, net capital exports from 
France must have been well over 26 billion francs.'^ 

During the period of acute depreciation of the franc in 1926, 
the exchange value of the franc fell diarply. Imported goods 
prices rose, with no appreciable time lag, as the external value of 
the franc declined. Prices of domestic goods, however, lagged 
behind the fall in the exchange value of the franc by about one 
month.® It appears, therefore, that speculative forces operated 
to drive down the exchange value of the franc, and that domestic 
prices rose somewhat later to restore equilibrium. Visual evi- 


® Cf^ Ro'gers, J. H., The Process of Inflation in F ranee j New York, Columbia 
University Presi^ 1929, pp. 50-63. The government was the most important bor- 
rower at the Bank of France, advances to the state amoimting to between 60 and 
70 per cent of the Bankas total note circulation. In December, 1925, over one- 
third of the government's floating debt, or 35,950,000,000 francs, consi^ed of ad- 
vances by the Bank. 

7 DuUes, Eleanor L., The French Franc, 191^1928, New York, The Macmillan 
Co., 1929, pp. 32-36. Miss Dulles' estimates are based upon the volume of the 
return flow of funds to France after de facto stabilization had been achieved in 
1926. 

® Eogers, op. dt., pp. 122-123. 
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dence of the sequence of exchange, price, and currency move- 
ments in France is presented in Chart 32. The experience of 
France seems to support the balance of payments theory of the 
exchange rates so far as acute inflation is concerned. 

The relation between the exchange rate and the price level in 
postwar Germany.® At the end of the World War in 1918, Ger- 
many’s financial position was not greatly different from that of 
the other principal warring countries. Prices had risen to about 



Chabt 32 . Movemieints of Prices of Domestic Goods and DoiiiAB Exchange 
Bates in France, 1919-1927. Reprinted from Rogers, James Harvey, Process of 
Inflation m France, p. 104, by permission of Columbia University Press. 

two and one-half times the prewar level. Toward currency in- 
flation and budgetary deflcits.both the government and the 
Reichsbank assumed a complacent attitude. Because its credit 
was weak, the government turned to the Reichsbank for loans. 
In May, 1921, the reparations were fixed at the astronomical 
figure of 132,000,000,000 gold marks (about 33,000,000,000 pre- 
(fevaluation gold dollars), and included large demands for im- 
mediate ca^ pa 3 Tnents. This event destroyed the remaining 
credit of the German Government and resulted in heavy pres- 
sure upon the exchange value of the mark. The heavy cadi 
reparations payments, at a time when Germany had no adequate 
favorable, balance of pa 3 rmentsj could only be met by borrowing 
abroad or by offering marks in the foreign exchange markets in 
return for foreign funds. Because borrowing abroad was im- 
posdble on a suflSciently large scale at that time, the government 
followed the alternative method of selling marks i<x f<M?eign esx- 

» For an eahaustive of. the Gernlan fezpeiieaee, sw Fi 'tf 

dxmge. Prices cmd ProdiucMm'm ' 
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change. This meant a sharp depreciation in the exchange value 
of the mark. 

Foreign purchasers of German marks were of two sorts. First, 
the cheapening of the mark made it profitable to buy marks for 
use in purchasing German goods. Owing to the reparations pres- 
sure, the mark became “undervalued” in the foreign exchange 
markets, and therefore offered a good bargain to traders. Sec- 
ond, speculators were willing to buy marks to hold in the ex- 
pectation that they would some time rise to a higher value.- 
Each new low quotation of the mark led some buyers to believe 
that the mark could fall no lower but must necessarily rise. 
New buyera for the depreciating mark therefore constantly ap- 
peared. 

Purchasers of depreciated marks for purely trading purposes 
were not sufficiently numerous to give substantial support to the 
market. The supply of exportable goods in Germany was in- 
sufficient to permit the development of an export balance large 
enough to meet the heavy reparations requirements. Prices of 
exportable goods moved up sharply, aided by governmental ac- 
tion in some instances, and reduced the profits to be derived 
from spending marks for export purposes. In addition, the gov- 
ernment prohibited altogether the export of certain types of ma- 
terials. The dependence upon speculative support for the for- 
eign exchange value of the mark is illustrated by the fact that 
during the occupation of the Ruhr by the Allied forces in Janu- 
ary, 1923, the mark temporarily dropped to one-seventh of its 
value at the beginning of lie month. 

The depreciation of the mark affected the prices of both ex- 
ported and imported commodities. The prices of domestic goods 
followed the rise in fhe prices of imports and exports. The rising 
price level raised the costs of the governmental operations so that 
lagging tax incomes meant an increased' budgetary deficit for 
purely dom^tic govemmwtal expenses. The inflation arising 
from governmental borrowing at the Reichsbank was further sup- 
ported by a rapid expansion of private, borrowing for business 
purposes. ^ 

The sequence of events in Germany may be seen in Charts 33 
and 34, and may be summarized as follows; 

’■oRo^rs, p, . 

Anstrii uiwlearWent' OT etpeiwce’ in 1921-1922 ^ilar to the experiences of 
KaBee-and'CieHBany.’ a study erf Austria’s postwar inflation, s^ Wak6 de 
Rords^ I, fM' Amtnm Crow, London, P. S. Emg & Son, 1924. 
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1. The movements of dollar exchange rates in general pre- 
ceded the movement of prices during the period of acute inflation. 
Before acute inflation set in, price movements preceded changes 
in exchange rates. 

2. The adjustment between exchange rates and prices was 
much more rapid when price movements preceded exchange 



Chabt 33. Movements of Index Nvmbbbs of Piacais, Monet in Circolation, 
AND Doldae Exchanob Rates in Gbsimant, Mat, 1921 -Joit, 1922. Based on 
data given by Costantino Bresciani-Turroni in The Economics of Inflation, p. 33. 


movements than when the exchange rates preceded the move- 
ment of prices, 

3. In the later acute stage of inflation, the lags between ex- 
change rates and prices very largely disappeared. This seems to 
have been due to the practice of marking up internal prices im- 
mediately when foreign exchange rates increased. This practice 
arose out of an attempt so far as possible to avoid losses due to 
increased costs of replenishing depleted inventories. 
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4 As in France, the movement of prices in Germany generally 
preceded changes in circulation definitely and by a considerable 
interval. But in the final stages, in both Germany and France, 
lags were largely eliminated. 

Conclusions regarding the relation between exchange depred- 
ation and internal prices during periods of acute inflation. The 



Chart 34. Movements of Indesx iNvmhjbs of Prices, Monet in Circulation, 
AND Dollar Exchange Hates in Germany, July, 192Wune, 1923. Based on 
data given by Costantino Bresciani-Turroni in The Economics of Inflation, p. 35. 

purchasing power parity thecny leads one to expect that the se- 
quence of events during inflation should be (1) internal currency 
inflation with riaiag domestic prices and (2) depreciation of the 
currency on the foreign exchange markets. The available evi- 
dence indicates that this is substantially true when there is no 
abnormal pressme directed against the foreign exchange value of 
the currency under consideration. ■ But in case a speculative 
ffight from a currency develops, owing either to fear of radical 
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trends or to the expectation of continued inflation, foreign ex- 
change rates may rise above purchasing power parity or the 
equilibrium rate. Similar results occurred in Germany under 
the pressure of reparations payments. Under such circum- 
stances, foreign exchange rates rise ahead of and faster than 
domestic prices; moreover, currency circulation lags behind the 
exchange rates. It is easy to conclude, therefore, that such a 
sequence of events constitutes a refutation of the purchasing 
power parity theory, and that during periods of acute inflation, 
exchange rates dominate prices.^* 

The explanation, however, is hardly so simple. In times of 
acute inflation, a complex set of circumstances contributes to the 
visible results of rising prices and rising foreign exchange rates. 
In Austria, Germany, and Trance, a sharp depreciation of their 
currencies on the foreign exchanges was accompanied by and to 
some extent caused by internal budgetary difficulties of unstable 
governments. The lack of either the will or the ability to bal- 
ance their budgets resulted in an almost constant currency infla- 
tion and a rising internal price level. One cannot say, therefore, 
that because internal price inflation jollowed rather than led the 
depreciation of a currency on the foreign exchange market, ex- 
change rates determined prices. Both were the result of a com- 
mon pressure from unstable governments and internal threats of 
* future inflation. Nevertheless, the depreciation of exchanges did 
precede domestic price inflation, and without question it did 
influence the movement of domestic prices. The reasons for this 
are not hard to see. The rise in foreign exchange rates increased 
the price of exportable goods and increased the cost of imports. 
To the extent that these goods entered into the calculation of the 
general price index, the index of the general price level tended 
to rise. But the general price level could not rise without an 
appropriate expansion in money expenditure. Either the vol- 
ume of money had to rise, «• its velodty had to increase. Other- 
wise, the rise in the prices of imports and exports would have 
been accompanied by a decline in the prices of other goods. 
During the periods under consideration,, there was m increase 
both in velocity and in the volume of money within the countries 
that suffered exchange depreciation. Budgetary deficits and 
business borrowing, stimulated by inflationary price movements;, 
provided the monetary basis for the price, inflation that aeeonir 

u-Cf. DuBes, The Freineh iSii-1^, jto. 28&-286y aiS* Rogw, 'Fht 

Process o/ /n.j0a<«» tB Prwjce, p. ^6. • ■ ' < . ■ i; 
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panied the rise in foreign exchange rates.^^ When exchange 
stabilization was subsequently attempted, freedom from internal 
inflation arising from budgetary deficits became a necessity. For 
example, it is by no means certain that had Germany been able 
politically and economically to collect taxes in sufficient amounts 
to meet reparations payments, attempts to transfer such pay- 
ments to the Allies would have inflated the German price level. 
On the contrary, as the prices of import and export commodities 
rose in response to the rise in foreign exchange rates, other prices 
within Germany would have fallen so long as monetary inflation 
did not accompany the transfer. This is not to say that the 
actual amount of reparations demanded could have been trans- 
ferred, but merely that the process of transfer need not, by de- 
pressing the exchange value of the mark, have resulted in internal 
price inflation. ■ The latter was the result of and was dependent 
upon the constantly increasing stream of currency arising from 
budgetary deficits. 

12 For a careful analysis of this problem, See Graham’s Exchange, Prices, and 
Production in Hyper-Inflation: Germany, 19SO-im, Chapters TV, V, and VI. 
Also see Bresciani-Turroiu’s Economics of Inflation, Chapter III. 
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CONTROLLED EXCHANGE RATES 

Control under the gold standard. At first sight, foreign ex= 
change rates appear to be determined simply by the law of supply 
and demand, without the use of artificial controls. Especially 
does this appear to have been true in times when the interna- 
tional gold standard was in operation. As a matter of fact, how- 
ever, a considerable degree of control over exchange rates, or the 
forces determining them, has existed under the gold standard. 
For example, one well-establidied principle of central bank man- 
agement under the gold standard has been the control of credit 
and interest rates so as to keep exchange rates within the gold 
points. We have already had occasion to examine the practices 
of the Bank of England in this respect. By a change in the dis- 
count rates it was able to attract short-term capital, to discourage 
long-term lending abroad, and to check internal credit expansion 
at times when an unfavorable balance of payments threatened 
the country’s gold reserves. A raising of the gold points by 
modifying the terms upon which it bought and sold gold was also 
used as a means to prevent gold movements. 

An even more positive and conscious control over the forces 
determining the exchange rates developed during the 1920’s, 
when European countries were re-establishing the gold standard. 
The monetary uncertainty of the times made it inadvisable to 
rely too far upon the automatic action of the gold standard to 
protect gold reserves. Special measures were therefore taken to 
guard against contingencies that might lead to an unfavorable 
balance of pa 3 ments. Careful avoidance of budgetary deficien- 
cies gave assurance against internal inflation. Foreign credits 
were arranged to meet any adverse balances. Home industry 
and exports were encouraged, while central banks followed con- 
servative credit policies. ' 

The world-wide depre^ion which began in 1929 and led to the 

financial collapse of 1931 saw the introduction of an extreme and 
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complex form of exchange control. This type of control is ap- 
plied to rates of exchange in countries in which the gold standard 
is no longer effective. 

The Purpose of Exchange Control Under Inconvertible 
Paper Currencies 

Since 1929 the world has been treated to the spectacle of a 
flood of ingenious and complex exchange controls such as has 
never before been seen. The purposes behind the different at- 
tempts to control foreign exchange rates are by no means iden- 
tical. To understand the development of this movement toward 
control, we must examine the motives responsible for it. 

Exchange control to maintain stable exchange rates with 
sterling. Countries have sometimes introduced control over for- 
eign exchange rates in order to maintain stable relations with the 
currency of some foreign country with which they have important 
trade connections. This type of control was adopted by the 
countries in the Sterling Bloc after England abandoned the gold 
standard in 1931. The purpose of such control was to provide 
fixed exchange rates on ;^ndon. The degree to whidi this was 
accomplished may be seen clearly m the parallel movement of 
the values of their currencies in terms of gold, as shown in Chart 
1, on page 48. The mechanism of control used by these coun- 
tries was the familiar one used in connection with the postwar 
gold exchange standard. The central bank of the country exer- 
cising exdiange control bought and sold sterling bills at the es- 
tablished rate. The appearance of an excess supply of sterling 
bills was a signal for more lenient internal credit conditions, while 
a shortage of sterling bills and a decline in sterling balances in 
London indicated a need for domestic credit restriction. The 
connection between sterling and other currencies was a loo^ one. 
Sweden, for example, adopted a rate on London that was con- 
sidered favorable at the time, but w^s prepared to allow the 
Swedish krona to rise in terms of, staling rather than undergo 
internal inflation. 

Exchar^e control to stiniflate exports. Exchange control 
has been instituted for the purpose of depressing the foreign ex- 
change value erf the icountry’s emrency in order to improve the 
competitive position, erf its ciport trade. It was not until the 
1930’s that deliberate 0ui^ncy devaluation became common. 
The depreciation of fte Japanese yen provided an early example 
of thi^ type of action which was later adopted in one form or 
oth®? by a number of countries, including the United States. 
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Exchange control to provide short-run exchange stability. 
An important reason for the introduction of exchange controls is 
found in the desire to provide short-run stability in the exchange 
rates. Inconvertible paper currencies lack the automatic ex- 
change stability provided by the gold standard. Particularly are 
they exposed to seasonal and speculative influences, which must 
be held in check if wide exchange fluctuations are to be avoided. 
Because short-run stability of exchange rates is important to 
foreign traders, countries using inconvertible paper currencies 
find it desirable to take measures to provide such stability. 
Such a purpose was behind the creation of the British Equaliza- 
tion Account and the American Stabilization Eund. Likewise 
the Tripartite Agreement of 1936 among the United States, Eng- 
land, and France was designed to set limits to exchange fluctua- 
tions, and represented an attempt to bring temporary exchange 
stability to a troubled world. 

Exchange control to prevent capital exports. Exchange con- 
trol is sometimes introduced to protect the exchange rate from 
the depressing effects of capital exports. Persons residing within 
the country may be denied the right to use foreign exchange for 
the purchase of foreign securities, foreign bank balances, or other 
foreign capital assets. Such control is commonly used to pre- 
vent or at least to minimize the flight of capital in the face of a 
threatened domestic crisis. 

Blocking claims of foreign creditors. Exchange control some- 
times takes the form of blocking off the claims of foreign credi- 
tors, who are then denied the privilege of transferring their claims 
for interest and debt payments to other countries. This is done 
to remove the pressure of these claims from the balance of pay- 
ments and to avoid the depre^ing effect of such claims upon the 
value of the country’s currency in the foreign exchange markets. 

Official rates of exchange. Control measures have been 
adopted for the purpose of maintaining an established or official 
rate of exchange in the face of a relative rise in domestic prices as 
compared with prices abroad. The resulting overvaluation of the 
domestic currency in the foreign exchange markets discourages 
exports, stimulates imports, and leads to the imposition of tariffs 
and quotas and the establishment of clearing and barter agree- 
ments as the natural trade channels break down. 

The Exchange Control Funds 

The British Exchange Equalization Account. After Englan d 
abandoned the gold standard in September, 1931, the pound de- 
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preciated rapidly in terms of the gold currencies. From $4.86 
it fell to about $3.36 in December, 1931, or to 69.3 per cent of its 
gold parity. By April, 1932, speculative pressure had pushed 
the pound up again to $3.74. To counteract such speculative 
movements and to stabilize the value of the pound, the British 
Government in April, 1932, established the Exchange Equaliza- 
tion Account. At the beginning, the Account consisted of £160,- 
000,000 in Treasury bills (sometimes called “tap” bills). These 
bills could be readily converted into cash balances by sale in the 
British money market at the wish of the Bank of England, which 
managed the Account. 

The primary purpose of establishing the Account was to stabil- 
ize the exchange value of the pound and to prevent either ex- 
cessive depreciation or excessive appreciation.^ The general 
panic which seized the financial world in 1931 brought waves of 
distrust upon first one currency and then another. As a result, 
short-term capital lifted rapi^y from one money center to an- 
other, with consequent pressure upon exchange rates. When- 
ever a “flight” of capital to London occurred, the exchange value 
of the pound rose. But a dearer pound increased the difficulties 
of British exporters and could not be allowed to result from spec- 
ulative movements of capital. The Account, therefore, stood 
ready to offset the effect of a flight of capital to London by freely 
selling pounds and taking foreign exchange instead. When the 
capital movement to London became pronounced, the Account 
came into possession of large amounts of foreign currencies, which 
were offset by an equal loss in pounds. On the other hand, when 
capital movements were away from London instead of toward 
it, the Account checked the fall in the exchange value of the 
pound by the purchase of pounds and the sale of the previously 
accumulated foreigp exchange. 

Since most of the funds acquired by the Equalization Account 
were in dollars, francs, and other Gold Bloc currencies, it could 
choose between holding the proceeds in the form of foreign ex- 
change (balances in foreign countries) and converting them into 
gold. As a matter of fact, the Account did convert a very con- 
siderable amount of foreign exchange into gold, which was either 


1 That some have believed that the Accoimt was used artificially to depress the 
value of sterling does not alter the fact that its most important function was to 
minimize exchange speculation. For assurance^ by an English writer that the 
ikchange Equalization Account was not used to depress the pound in the interests 
of British exporters, see Paul Einzig^s World Finance, 19$di^l987, New York, The 
Macmillan Co., 1937, p. 107, 
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earmarked in the foreign country or shipped back to London, 
in either event, the operations of the Account did not affect the 
volume of reserves in the British banking system but merely ex- 
panded the volume of its deposits. But at times the Account 
found its supply of available pound balances exhausted because 
of the limit set by law to the quantity of “tap” bills at its dis- 
posal, and it was then compelled to sell some of its gold holdings 
to the Bank of England to replenish its supply. When the Ac- 
count made use of the funds acquired by the sale of gold to the 
Bank to overcome the buoyancy of the pound or to retire “tap” 
bills, the result was to add to the supply of bank reserves in the 
country. 

When capital, seeking refuge abroad, was moving away from 
England, the Equalization Account stood ready to purchase 
pounds and seU foreign currencies. As the Account’s foreign 
exchange supply became exhausted, it was necessary to export 
gold to replenish its foreign balances. Gold would be exported 
directly to the United States, or at tunes it was sold to the Bank 
of Erance and the francs converted into dollars through the for- 
eign exchange market, with the burden of shipping gold to the 
United States falling on France. So long as the Account had on 
hand an adequate supply of free gold that it could export for this 
purpose, the British banking system suffered no shrinkage in 
bank reserves. But sometimes the losses of gold were so severe 
that the Account’s free gold was exhausted and it was compelled 
to exchange for gold at the Bank of England some of the pound 
bakmces it had been acquiring in the support of the pound. The 
purchase of gold from the Bank diminished the reserves of the 
British banking system in a manner similar to the export of gold 
imder the gold standard. 

The original £150,000,000 made available to the Account was 
increased a year later to £350,000,000 and finally to £575,000,000.* 
This expansion in the volume of Treasury bills put at the dis- 
posal of the Account enabled it to prevent any marked apprecia- 
tion in the exchange value of the pound in the face of tremendous 
movement of capital from the Gold Bloc countries to London, 
In March, 1938, the combined gold holdings of the Bank of Eng- 
land and the Exchange Equalization Account stood at £836,000,- 
000. But attempts to support the pound during the pre-Munich 
crisis of 1938 cost the Account over £200,000,000 of its gold sup- 

2 After the outbreak of war m September^ 1^, all previous Hurnita on the^ leizo 

the Aocount weje removed! At the moke time, the Aoccrat took’ over the go|d 
holdings of the Bank of ikiglaud. * J . ! ^ i ‘ 
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ply. On January 6, 1939, with its gold supply almost gone, it 
repurchased £350,000,000 worth of gold from the Bank of Eng- 
land, paying for it in Treasury bills. This brought the Account’s 
gold supply up to about £450,000,000.® 

It was not the purpose of the Exchange Equalization Account 
to maintain the value of the pound at a level inconsistent with 
basic market conditions. In the face of changing price relation- 
ships between England and the outside world leading to a lower 
or higher equilibrium rate of exchange than that currently ruling, 
the market rate was permitted to adjust itself.' Moreover, the 
Account did not always attempt to prevent some decline in the 
pound when heavy capital flight tended to force it lower. A. 
glance at Chart 1, page 48, will reveal that the value of the 
pound in terms of gold currencies was by no means constant after 
the Account was in operation. 

"When war began in September, 1939, stronger measures for 
the control of foreign exchange rates were required. There was 
instituted at that time direct exchange control which took the 
form of the prohibition of the export of capital, the licensing of 
exchange dealers through whom all transactions had to pass, and 
an official exchange rate between the pound and other currencies. 
The Exchange Equalization Account has therefore lost, for the 
time being at least, its original function in respect to the control 
of exchange rates. 

The American Stabilization Fund. From the profit resulting 
from the devaluation of the dollar in 1934, the sum of $2,000,- 
000,000 was set aside to form a Stabilization Fund. The Fund 
was patterned somewhat after the British Exchange Equalization 
Account. The most ^gnificant function of the Stabilization 
Fund has been to absorb a part of our already excessive gold 
supply. The sum of $200,000,000 has been deposited by the 
Fund in the Federal Reserve Bank of New York and used as an 
active account through which all of the Fund’s operations have 
been conducted. Ever smee the establi^ment of the Stabiliza- 
tion Fund, the Treasury has bought and sold gold for exchange 
purposes. It follows, therefore, that there has been little occa- 


York Times, January 7, 1939. For a discussion of the action taken at 
that time to defend the pound^s exchange value, see Paul Einzig’s World Finance, 
1938-19$$, NffW York, The Macmilan Co., 193^, Part XII. It was at this time 
that the Bank of Engtod departed from its custom of evaluating its gold supply 
at the statutory price of 85 shillings, per fine ounce and instead used the current 
^oe.. In Its return for the first week in March, 1^9, it valued its gold 
at 145s. 5d. per fine ounce. New York Times, March fi, 1^9. 
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sion for the use of the Fund for the purpose of influencing for- 
eign exchange rates. The dollar with a de facto flxed gold value 
must necessarily vary in terms of foreign currencies mainly with 
variations in the price of gold abroad. Naturally enough, the 
United States Treasury has not seen flt to assume the ri^ of 
engaging in any heavy purchases of foreign exchange for the 
purpose of supporting the value of foreign currencies. It has, 
therefore, co nfin ed itself mainly to the minor role of secret agent 
for the import and export of gold. When, for example, the 
British Exchange Equalization Account sent heavy gold ship- 
ments to the United States to obtain dollars in support of the 
pound, the Stabilization Fund acted as agent in converting the 
gold into dollar credits. The Fund exchanged such gold for gold 
certificates, which it deposited in the reserve banks to obtain the 
required dollars. Likewise, at times when gold movements to 
the United States.were too slow to meet the pressure of capital 
flight, owing to shortage of shipping facilities, prohibitive insur- 
ance rates, and the like, it is probable that the Fund went into 
the exchange market and purchased foreign currencies for dollars 
to prevent an undue break in the exchange rates.* 

The Tripartite Agreement. The speculative pressure upon 
exchange rates continued during 1935 and 1936. After the 
pound had been cut loose from gold in September, 1931, sterling 
exchange depreciated to approximately 60 per cent of its original 
gold value. The devaluation of the doUar, culminating in the 
Presidential proclamation on January 31, 1934, flxing the weight 
of the dollar at 69.06 per cent of its old gold value, resulted in a 
similar depreciation of the dollar in terms of the Gold Bloc cur- 
rencies. The exchange values of the currencies of numerous 
other countries were also permitted to fall. On the European 
Continent, however, France, Belgium, the Netherlands, and 
Switzerland persisted in maintaining their currencies at their old 
gold parities. The result was an overvaluation of the currencies 
of these Gold Bloc countries and heavy pressure on their price 
levels and export trade. The common belief that sooner on later 
they must necessarily follow the practice of other countries m 
cutting the gold content of their currencies resulted in persistent 
though intermittent capital flight, which proved to be a serious 
source of trouble. 

Belgium weakened in the face of the pressure and on April 1, 


■ *Cf. Johnson, G. Griteth, The Treasury and Monetary Policy, Cambridge 
Hanrard University Press, 1939, pages 92-128. 
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1935, devalued the belga 28 per cent. During 1935 Prance lost 
over $800,000,000 in gold. Although the flight of capital was 
checked in the early months of 1936, it became serious again in 
April. Altogether, between March, 1935, and September 25, 

1936, the Bank of France gave up $2,100,000,000 in gold. On 
September 26, 1936, France formally abandoned the gold stand- 
ard, and the Gold Bloc was definitely broken. Immediately the 
Netherlands and Switzerland suspended gold payments. The 
French Government was authorized to fiix the gold content of 
the franc between 65.6 and 74.8 per cent of its previous parity. 
The Swiss National Bank was directed to maintain the Swiss 
franc at a value between 66 and 75 per cent of its old gold value. 

The devaluation of the currencies of the Gold Bloc countries 
threatened to precipitate a series of competitive devaluations. 
To prevent this and to establish a de facto stabilization of ex- 
change rates among them, the governments of the United States, 
England, and France announced an agreement whereby each 
undertook to assist in maintaining exchange stability. This so- 
called Tripartite Agreement was later extended to include other 
members of the old Gold Bloc. Each party to the agreement 
undertook to consult with the others and to use appropriate 
measures to avoid exchange fluctuation and competitive exchange 
depreciation. Like the United States, France utilized the profit 
from devaluation of the currency to establish an exchange stabili- 
zation fund. In spite of the devaluation of 1936, the flight from 
the franc continued and the French fund suffered heavy losses in 
a vain attempt to support the exchange value of the franc. 
Further devaluation of the franc followed in 1937, when it fell 
to 58 per cent and, later in the year, to 50 per cent of its 1935 
gold value. By the end of 1938, ‘it had been stabilized at 40 
per cent of its 1935 value, where it remained until the outbreak 
of war in 1939.. 

Exchange Control by Direct Pressure on the 
Balance of Payments 

Exchange control of the type exercised by the British Ex- 
change Equalization Accoimt is designed to stabilize exchange 
rates by offsetting temporary pressure of both seasonal and spec- 
ulative varieties. It held exchange speculation in check by giv- 
ing sufficient support to the market to reassure the timid and to 
confound the pure speculator. Under ordinary circumstances, 
it is difficult to conceive of a greater folly than selling a currency 
in expectation of a future decline in its value when such a for- 
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midable force as the British Equalization Account is operating 
in support of the market. Without, question, the British Ac- 
count, operating in a flexible yet firm manner, successfully com- 
bated speculative exchange operations as long as the flight of 
capital did not assume panic proportions. 

But even a fund as large as the British Exchange Equilization 
Account is necessarily helpless in the face of such a flight of 
capital as that induced by the threat of a general European war 
or by its actual appearance. When the Munich crisis of Sep- 
tember, 1938, induced a heavy flight of capital from European 
countries to the United States, the pound fell in value from 
$4.92 in July to $4.75 the following November, in spite of the 
fact that the British Exchange Equalization Account surrendered 
over £200,000,000 in gold (roughly $1,000,000,000). The crisis 
leading to the declaration of war on Germany by England and 
France in September, 1939, again compelled the Account to ex- 
port large amounts of gold to support the pound. Even so, the 
pound declined in value from $4.68 in July^ 1939, to $3.99 in Sep- 
tember. 

The actual outbreak of war itself was the signal for both Eng- 
land and France to abandon attempts to control exchange rates 
by means of the operations of the exchange equilization or stabili- ' 
zation accounts in free exchange markets. Direct controls were 
established over the transactions affecting the balance of pay- 
ments and exchange rates.® 

Reasons for the imposition of exchange restrictions during 
depresaon. The financial crises of 1931 brought grave exchange 
difficulties to many countries. When a flight of capital accom- 
panied th^ disturbances, it placed an almost unbearable burden 
upon the monetary systems of countries with inadequate gold 
supplies. Countries well fortified with gold, such as the United 
States and France, were able to weather the storm, but England, 
with its relatively small gold supply, was compelled to suspend 
gold payments in September. Especially difficult were the posi-, 
tions of weak debtor nations, which found that the depression 
had not only shut off the accustomed flow of foreign loans but, 
by sharply reducing their export trade, had also naade the servic- 
ing of dd foreign debts extremely difficult. 


® Although, before the ou^reaA of war, the ra^hiet ostenisdbiy 

free, direct pressure h&d soiiietiEiiBS.beeD. used to. discourage capital exports, lu 
Londpu au unofficial ban was pla^d upon the purchase of Amencan securit^e^ in 
May, J939, to relieve pressure upon IkpalLaatiob Aecount, New 'fork 
MaylS, im u" , I ■ 
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The choices open to countries unable to draw upon an ample 
gold supply were limited. Because of panic conditions, an in- 
crease in the discount rates within the coimtry losing gold was 
no longer effective in attracting foreign short-term capital. This 
was true even in London itself, where the discount rate had so 
long been successfully used for this purpose. At such a time, 
the effect tends to be just the opposite, for an increase in the 
rate is construed to be a sign, of weakness. Smaller countries, of 
course, can make little use of the discount rate at any time to 
influence the flow of short-term capital. Nor was there any 
hope of relief, during such a period of general world depression, 
in embarking upon a program of internal price deflation. At 
best, success would be doubtful and could Iwdly be counted on 
to create such an immediate change in the. balance of payments 
as to offset the effect of capital flight. Moreover, these coun- 
tries were weary of depression, and any attempt to iDring about a 
fxirther deflation of prices and costs, with the accompanying ag- 
gravation of ■unemplo3maent and bankruptcy, was not politically 
tolerable. The most natural policy to expect under such cir- 
cumstances, therefore, was the abandonment of gold and a de- 
preciation of the exchange value of the currencies. This was the 
policy successfully followed by England and the other members 
of the Sterling Bloc. It offered the advantage over deflation of 
being quickly accomplished, and at the same time it was free 
from the depressing effects of deflation upon the domestic econ- 
omy. The depreciation of the exchange value of the currencies 
lowered the costs and prices of goods produced for export, in- 
creased the cost of imports, and encouraged domestic recovery. 

But the idea of embarking upon a policy of exchange deprecia- 
tion was repugnant in many countries that had not forgotten 
the ravages of acute, inflation and the accompanying exchange 
depreciation of the postwar years. The fact that exdiange de- 
preciation in the deptiis of world depression is quite different 
from the depreciation experient^ after tiie war did not alter 
popular distrust of the matter. Moreover, unless it might be 
confidently expected that devaluaticm or depreciation would so 
improve domestic conditions as to induce speculators to believe 
that capital remaining in the country was now safe, devaluation 
would provide no certain relief frcan the flight of capital.* In 
any event, it is nntfesi^le to. attempt to readjust a coimtry’s 

®OiiIy if the flight were induced by the expectation of a given devaluation, and 
if the e^cted devaluation were aecompltted, would this put an end to the 
Gf canttal.. 



626 


CONTROLLED EXCHANGE RATES 


imports and exports to meet the whims of short-term capital 
movements. 

It is not surprising, therefore, that some countries rejected 
both deflation and exchange depreciation and sought relief for 
their troubles by bringing pressure to bear upon the transactions 
that were to blame for the adverse balance of payments. Such 
control naturally was aimed first at shutting off the flight of 
capital, which was such a powerful and demoralizing force in the 
exchange markets. 

Control of capital exports. Control over capital exports is 
established by the prohibition of the purchase of foreign ex- 
change for the purpose of transferring capital out of the comitry. 
To make the control effective, all dealings in foreign exchange 
must be brought under regulation. All exporters possessing for- 
eign bills of exchange are required to sell these bills to the control 
agency at a set or official price, and the export of gold and cur- 
rency is banned. Purchases of foreign exchange must be made 
from the official control agency and are restricted to noncapital 
transactions. To prevent the development of “black markets,” 
where exporters dispose of their foreign bills at prices above 
the official rate to persons wishing to export capital, rigid con- 
trols are required, but even so some evasion is almost certain to 
occur. 

It is impossible to prevent the sale of bills of exchange drawn 
on the country attempting to restrict capital exports by persons 
living abroad where the official rate cannot be enforced. To 
prevent the sale of bills at a discount abroad and the use of these 
bills to pay for current exports from the control country, it be- 
comes necessary to adopt the policy of “blocked accounts.” The 
blocking of accounts ^ply means that funds within the control 
country belonging to persons living abroad* rnay not be used to 
pay for exports from that country. If resort were not had to 
this policy, capital might leave the country in the guise of ex- 
ported goods, and the proceeds from current exports would then 
not be available to pay for the necessary imports. Moreover, to 
prevent pressure on the exchanges arising from the payment of 
interest and principal on foreign debts, such claims too must be 
placed in blocked accounts. 

Under the circumstances just described, the primary purpose 
and effect of exchange control is to remove from the balance of 
pa3Tnents the uncurrent items, such as old debt service and capi- 
tal movements. With this pressure relieved, it is reasonable to 
expect that the current import and export items of trade may be 
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brought into balance with ease. But the cure so cleverly ar- 
ranged may become worse than the disease. First, the suspen- 
sion of service on foreign debts places an almost insurmountable 
barrier in the way of new loans from abroad. This closes the 
door to one possible source of relief from the original difficulties 
of the adverse balance of payment. Second, exchange control 
of this sort necessarily involves the maintenance of an official 
rate at which foreign bills of exchange may be bought and sold. 
So long as the official rate is the same as the equilibrium rate 
which permits a balance between current noncapital import and 
export items, no trouble need arise. But control countries fre- 
quently attempt to avoid internal price deflation while prices 
continue to fall in the outside world. The official rate of ex- 
change, though correct at the start, may soon overvalue the do- 
mestic currency. Then exports languish while imports are stim- 
ulated, and the balance of payments is again upset. It then 
becomes necessary to extend control to the items of current trade. 
“Unnecessary” imports must be discouraged by tariffs or quota 
limits. Bureaucratic interference with normal trade becomes 
burdensome and uneconomical, with undesirable results upon 
the domestic economy.^ 

Exchange control in England after the outbreak of war, Sep- 
tember, 1939. Both England and France promptly set up ex- 
change control regulations after the outbreak of war on Sep- 
tember 1, 1939. In England aU dealings in foreign exchange 
were concentrated in the hands of authorized dealers operating 
under the control of the Btmk of England. With certain ex- 
ceptions, residents of the United Kingdom were required to sell 
all of their receipts of foreign exchange and foreign currency to 
these authorized dealers who hold the proceeds for Government 
account.® Moreover, all old holdings of gold and foreign cur- 
rencies had to be sold to the Treasury unless needed by the 
holder for certain approved purposes. AU exports of gold and 
currency were subject to license. Foreign exchange could be 
freely purchased to ;^ay for imports contracted for before the 
declaration of war, to pay reasonable travel expenses (up to 
£25), and to meet reasonable business requirements in the way 


7 For an able discussion of the problem of exchange control, see Ellis, Howard 
S., Exchange Control in Central Europe, Cambridge, Harvard University Press, 
1941. 

^ In particular, this was required of receipts from the United States, the Argen- 
tine, Belgium, Canada, France, the Netherlands, Norway, Sweden, and Switzer- 
land. Federal Reserve Bulletin, December, 1939. 
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of imports, insurance, and freight charges. All other transac- 
tions were subject to strict review. As a rule, permits were not 
granted to purchase foreign exchange for the export of either 
British- or foreign-owned capital, to grant credits for financing 
non-British foreign trade requiring a loss of foreign exchange, or 
for forward exchange operations of noncommercial varieties.® 

These exchange restrictions were primarily designed to pre- 
vent capital exports from using up foreign exchange badly needed 
to purchase war supplies abroad. Likewise, restrictions were 
placed upon the use of foreign exchange for the purchase of un- 
necessary imports. In this way the authorities hoped to escape 
the embarrassment of a foreign exchange shortage in times when 
exports were difficult to expand. 

British wartime exchange control included the fixing of an 
official buying and selling rate for foreign exchange with the 
dollar rate slightly above $4.00 per pound. This fairly dear 
pound and cheap dollar rate had the advantage of keeping down 
the costs of imports. The official rate was maintained by com- 
bining direct restraint upon capital exports and unnecessary im- 
ports, with a judicious use of the Exchange Equalization Ac- 
count’s gold supply. 

Weakness of the British exchange controls. As instituted in 
September, 1939, the British exchange coptrol failed to elimi- 
nate all exports of capital through the foreign exchange market. 
No restriction was placed upon the sale of pound balances by 
foreign^ to persons in thear own and other countries, or the 
use of such funds by ilie purchasers to pay for British exports. 
Thus, although capital funds naight not be withdrawn from 
London by the purchase of foreign exchange, it might escape 
indirectly by being used to pay for British exports. This eva- 
sion tended to deprive Britain of foreign exchange needed to 
pay for impOTts quite as effectively as if the owners of such oapa- 
tal had been allowed to pur<ffiase foreign exchange through the 
official exdiange market.^ This illustrates what was said ear- 
Ifor: that the institution of exdiange control to prevent capital 
flight require the blocking of capital funds belonging to fw- 
eigners and restricting their use within the control country. 

®Emzig, Paul, “The Unofficial Market in Sterling,” The Eeonomio Journal, 
December, 1939. 

Emzig, op, eit, Einzig beKeres Itefe as a matter of policy Britain erred in 
prohibiting the withdrawal of capita! funds from London. He hol<fe liiat tibe 
First World War practice was preferable, when foreign funds were freely with- 
drawable at the fixed rate of exchange. As a result, th^e was a net inflow of 
capital during the war. Fstiling to follow this policy, as an alteaimtive Brifeahp 
should have blocked foreign bsdances altoir8tii®r; ' ^ * 
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Gradually the British controls have been extended until the 
original holes in the exchange ■ market have been effectively 
plugged. Before March, 1940, it was permissible to pay for 
nearly all British exports in “free sterling” or drafts drawn on 
blocked balances in London and purchased outside the official 
exchange market. In March, however, exports of tin, rubber, 
jute, whiskey, and furs were put upon a list of things which no 
longer could be purchased with “free sterlihg.” In June, 1940, 
more rigorous exchange controls were instituted. The sale of 
foreign-owned securities in British markets was suspended and 
all merchandise exports to the United States required payment 
in dollars or in pounds purchased at the official market rate. At 
that time only Switzerland and the United States remained with- 
out bilateral payment agreements with Britain.^^ 

f 

Blocked Currencies 

We have already examined the general procedure by which 
countries suffering an unfavorable balance of payments have 
attempted to find a remedy in prohibiting the purchase of foreign 
exchange for the purpose of exporting capital and servicing for- 
eign debts. In that connection we saw that it was necessary 
not only to place restrictions upon the purchase of foreign ex- 
change, but also to prohibit the use of funds belonging to for- 
eigners in the purchase of exportable goods. Otherwise, evasion 
of the exchange restrictions became easy, for exports paid for in 
such internal credits would not create new fcwe^ exchange 
needed to pay for current imports. The foreign-owned funds 
held in exchange-control countries were therefore “blocked” and 
their use subject to severe restrictiona • 

The claims of foreigners on funds in an exchange-control coun- 
try ordinate in any one of several ways: 

1. They may consist of normal working balances needed by 
foreign exchange dealers trading in exchange drafts of that 
country. 

2. They may consist of short-term capital which has previously 
moved into the country in search of earnings or security. 

3. They may consist of interest on long-term loans, including 
the amortization of principal. 

4. They may conrist of short-term commercial credits. 

5. They may conrist of funds received from the sale of securi- 
ties* 

Federal Reserve Bidletin, May, 1940, p. 383; July, 1940, p. 638. BOateral 
elearin^ agreements will be examined later in this chapter. 
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The goal sought in the establishment of blocked accounts in- 
cludes both the removal of the immediate threat to the rate of 
exchange arising from attempts to transfer such funds out of 
the country and the reduction of interest charges on foreign 
debts. In seeking this goal, control countries encourage the 
funding of short-term debts into long maturities which still re- 
main under the ban of capital exports. A reduction of interest 
charges is sometimes exacted as a price for relaxing restrictions on 
the use of blocked accounts. 

The German Standstill Agreements. An early example of 
blocked currencies is provided by the well-known Standstill 
Agreements adopted to cover Germany’s short-term foreign in- 
debtedness 'in 1931. The financial and banking difficulties of 
1931 took a serious turn with the collapse of Austria’s largest 
bank, the Credit-Anstalt, in May, 1931. Although the bank’s 
liabilities were guaranteed by the Austrian Government in June, 
the flame of panic kindled in Austria rapidly spread to Germany. 
During June the German banking system suffered from the pres- 
sure of foreign creditors. Commercial failures aggravated the 
situation, and on July 13 the Danatbank, one of the four largest 
German banks, failed. It became necessary for the Government 
to declare a debt moratorium and to place foreign exchange 
transactions under control.^* 

When the debt moratorium was relaxed in August, foreign 
creditors were compelled to submit to the so-called Standstill 
Agreements. The Standstill originally covered short-term debts, 
amounting to 6,000,000,000 marks (about 1% billion dollars) 
owed by Germany to foreign countries. During the flrst year 
and a half, these debts .were reduced by about one-fourth; and 
by March 31, 1939, about $325,000,000 remained covered by the 
Standstill Agreement. The Agreement was cancelled September 
3, 1939, because of the outbreak of the war. The original Stand- 
still Agreement expired in six months and was foEowed by re- 
newals. Each renewal saw some modification in the arrange- 
ments. Interest charges were reduced, and the amounts made 
available and the mode of payment were changed. Further- 
more, as time went on, increased numbers of foreign debts were 
included. In 1932 short-term public debts were brought in, and 
in 1933 restrictions were placed on the pa3Tnents on long-term 
foreign debts.^® 

12 Hodson, H. V., Slump and Recovery, 19S9-J9S7, New York, Oxford University 
Press, 1938, pp. 64-71. 

1* Hodson, op. dt., pp. 111-118. 
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Blocked marks. The German restrictions upon foreign ex- 
diange transfers by the use of blocked accounts are well illus- 
trated in the following description of blocked marks existing in 
1936: 

1. Register Mark Credits. These marks arose out of the 
Standstill Agreements, and under certain conditions might be 
used for investment in Germany and, among other things, cer- 
tain types of tourist expenses. 

2. Non-interest-bearing Reichsmark Trustee Credits. These 
consisted of interest payments on the Dawes and Young loans 
not otherwise handled. These credits might be used, upon the 
approval of the Reichsbank, to purchase German bonds, shares, 
long-term loans, mortgages, land, and other property, and for 
expenses for temporary visits in Germany. 

3. Credit Blocked Accounts (Kreditspermark) . These marks 
consisted of the proceeds from the sale of property within Ger- 
many and from repayments on loans not covered by the Stand- 
still Agreements. They might be used to buy certain German 
Reichsmark securities, to make investments in mortgages or real 
property, and to pay expenses of a non-business journey to Ger- 
many by the original holder of the account. The maximum 
allowed for travel was 2,000 marks per person per month. 

Also, these marks might be used by . the cariginal holder for 
charitable purposes within Germany and for taxes, court- costs, 
and legal charges connected with the creation or administration 
of the blocked account. Finally, they might be used for pay- 
ment of 25 per cent of the invoice price of new orders of German 
goods or services. The remaining 75 per cent of the invoice had 
to be paid in foreign currency or in free marks. These marks, 
however, could not be used to make any part of the payments 
for exports to countries with which Germany had clearing agree- 
ments. 

4. Foreigners’ Special Accounts for Inland Payments (Aski 
Marks). These were accounts with German banks in the name 
of foreign firms trading with Germany, set up to receive and 
hold Reichsmarks in payment for German imports. The foreign 
firms might pay for one-third of the value of goods bought in 
Germany in Aski Marks if the balance were paid in free foreign 
currency. 

As reported by E. C. Donaldson Rawlins in Economic Conditions in Germany 
to Marchi 1936, Chapter V. The five classes of blocked marks described here 
are only a partial list. 
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5. Clearing Agreement Accounts' (Verrechnungsmark). Into 
these accounts German importers paid marks, which were later 
turned over to German exporters. These accounts were used in 
settlements between Germany and other countries with which 
she had clearing agreements. 

The use of blocked accounts by other countries. Although 
Germany probably has surpassed all other countries in the va- 
riety and number of blocked accounts, it has by no means been 
tile sole user of this type of exchange control. During the 1930’s, 
many countries in central and eastern Europe at one time or 
another made use of blocked accounts, while in South America 
both Brazil, and Argentina engaged in the practice of blocking 
commercial balances.^ 

The exploitation of creditors through the use of blocked ac- 
counts. Ostensibly, the practice of blocking foreign-owned 
credits and balances is designed to protect the balance of pay- 
ments of the exchange-control country from pressure' during tem- 
porary periods of economic dislocation. But it has in fact gone 
much farther than the mere temporary postponement of credi- 
tors’ claims. As the price for the release of part of these blocked 
accounts, creditors have been coerced into compromising their 
claims, both by reducing interest and by cancellmg part of the 
principal. Furthermore, the blocking of interest and amortiza- 
tion pa3rments on foreign-o'wned securities causes a sharp drop 
in the market value of such securities in the creditor countries. 
Likewise, blocked balances themselves are offered for sale in the 
creditor couhtries at heavy discounts. The control authority in 
the debtor country monopolizes all foreign exchange created by 
current exports and is able, therefore, to utilize part of this ex- 
change to purchase these securities and blocked accounts at their 
depreciated values. The control authority is able, thus to gain by 
the difference between what it pays for these blocked credits and 
securities and what they are worth within its own country. The 
profits obtained in this manner have sometimes been used to 
pay a subsidy to exporters in order that they might more readily 
meet foreign competition and expand the country’s export trade. 
Exports made possible by this type of subsidy are called “addi- 
tional” exports, a name derived from the belief that they rep- 


Cf. Ellis, "Exchange Control in Austria and Hvmgaiy,” Qmrterlif Jtnerwd of 
Seonomica, November, 1^9, Part H. For an account of blocked ckimmeroial 
accounts in AjgMtina and Brazil, see Horace G. White’s “Blocked Ocamneroial 
Balances,” American Economic Review, March, 1939. i 
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resent extra exports made possible by the exchange control prac- 
tices. 

There is serious reason to doubt that export trade is substan- 
tially benefited by this use of subsidies. The reason for this 
doubt rests in the fact that exchange control of the type we have 
been considering involves the maintenance of an official rate of 
exchange. As long as this rate is approximately equal to the 
true equilibrium rate, and the domestic currency is not over- 
valued in terms of foreign currencies, exporters enjoy all of their 
ordinary advantages in the export markets. Under these cir- 
cumstances, the careful subsidisation of firms whose products are 
just on the exportable margin would result in an expansion of 
exports by these firms, with the foreign creditors pasdng part of 
the bill. But if, because of a relative rise in domestic prices, 
the official buying and selling rates for foreign exchange over- 
value the domestic currency, the subsidy to exporters may do 
little njore than offset their disadvantages arising from the un- 
favorable exchange rates.^* 

Bilateral Clearing Agreements 

Blocked accounts, primarily devised to prevent the use of for- 
eign exchange for the payment of old debts and the flight of 
capital, originate in the unilateral action of the debtor country. 
They lead, however, to bilateral agreements in which creditor 
countries have a hand. One reason for the appearance of bilat- 
eral agreements is the attempt of foreign creditors to realize some- 
thing more substantial on their claims than unfulfilled promises. 
To accomplish this, the^ creditors to whom debts are owed by 
the control country must arrange to have their government set 
up a central agency to handle payments due the debtor country 
on current imports. Under this arrangement, importers in the 
creditor country make payment to the central agency in their 
own country instead of remitting directly to the exporter in the 
exchange-control country. Before paying the funds to the for- 
eign exporter, the creditor country’s central agency will deduct 
something for payment to holders of blocked accoimts. In this 
manner, the creditors receive partial payment from the proceeds 
of the debtor country’s exports. But, quite naturally, the debtor 
will not submit to this use of its exporte to liquidate blocked ac- 
counts unless its trade with the creditor country is considered 
vital. Hen(»,- ereditor countries which are good markets and 

this pdnt, see Ellis, op. ciL, pp. 17-21. 
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have an unfavorable balance of trade with the debtor are most 
likely to succeed in arranging for liquidation of blocked credits 
abroad.^^ The accompanying illustration shows the working of 
such agreements. The price of these agreements is the estab- 
lishment of a similar agency in the debtor country, to which pay- 
ments are made for imports from the creditor country. A second 
reason for establishing bilateral clearing agreements is the de- 
sire of importers in the country which has blocked foreign bal- 
ances to be able to continue needed purchases abroad. It aids in 


Country B, 

Country A Holding Blocked Balances 

of Country A 



Chart. 35. Iix,trsTEATiON of Bilateral Clearing Agreement in Which One 
Country Receives Payments on Blocked Balances Held by the Other. 

accomplishing this if a clearing agreement is set up under which • 
the foreign country agrees to accept exports from the exchange- 
contrdl country in pa3mient for the desired imports. In each 
country, there is established under governmental control a fund 
derived from its imports from the other. When settlement be- 
tween these two accounts is made in foreign exchange, the ar- 
rangement is known as a ^‘payment agreement.” When settle- 
ment is solely by offsetting claims in one account against those in 
the other, it is imown as a “clearing agreement.” Sometimes not 
only is foreign exchange not used in making settlements, but also 


17 league of Nations, Enqmry into Clearing Agreements, 1035, pp. 11-12, 
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balances are prevented from accumulating on open book accounts 
to await periodic balancing of the totals. In such a case, each 
individual import must be offset by an export of equal value. 
Such barter arrangements are called “compensation.” The use 
of the compensation method of settlement limits the choices of 
importers and exporters, since their trade involves the difficulty 
of the “double coincidence of wants.” Likewise, it in no way 
helps to work out the payment of foreign debts. The advantage 
consists, however, in the fact that compensation settlements al- 
low some trade to continue at times when an unliquidated clear- 
ing balance makes further use of clearings impossible. 

The Effects of Exchange Controls 

One of the possible consequences of exchange control is the 
establishing of an official rate which tends to be higher than the 
equilibrium foreign exchange rate. Thus, exports languish, im- 
ports are stimulated, and the problem of an adverse balance of 
payments reappears in the form of an inability to bring current 
export and import items into balance. This situation calls for 
remedial action which may take the form of surcharges on im- 
ports from which export bounties may be granted. Moreover, 
the shortage of foreign exchange makes it imperative that un- 
necessary imports be held in check in order that needed imports 
may be had in the desired amounts. This, in turn, requires the 
allocation of foreign exchange to those importers whose claims 
seem most impressive to the ears of the exchange-control authori- 
ties. Thus, the interference with the internal economic func- 
tions, through the subsidation of exports and the restraints upon 
imports, becomes more and more disturbing. 

The use of clearing agreements places yet more interferences 
in the natural channels of international trade. The debtor coun- 
try tends more and more to direct its import trade toward the 
countries with which it has clearing agreements, for it is with 
them that it has its best export trade. Trade with other coun- 
tries must be kept at a minimum to husband the scarce supply of 
free foreign exchange required for such necessities as must be pur- 
chased abroad in free exchange markets. This tendency de- 
creases the normal trade between the control country and third 
countries, to their mutual disadvantage. Moreover, creditor 
coimtries which are parties to clearing agreements may find it 
difficult to collect adequate amounts on blocked accounts without 

Cf. Ellis, op, ciU, pp. 13-17. 
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increasing still more the size of their adverse balance of trade wili 
the debtor countries. If, during depression at home, an expan- 
sion of the creditor’s imports seems undesirable, it may adopt 
the alternative method of placing restraints upon exports to the 
debtor country. Again, this reduces trade between nations. It 
is not surprising, therefore, that most governments answering 
the inquiry of the League of Nations stated that they considered 
the clearing agreements a necessary evil which they soon hoped to 
abandon in favor of the normal methods of international trade.^* 
Nor is it surprising that the League of Nations Committee which 
carried on the investigation concluded, “The present situation 
proves beyond all doubt that the control of debt settlement by 
exchange control does not achieve its object. Exports, and con- 
sequently the actual settlement of debts, are thereby made more 
difficult.^ 

IB League of Nations, Engviry into Clearing Agreements, 1935, p. 17. 

*0 im., pp. 18-19. 
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EXCHANGE DEPRECIATION, 1929-1936 

I N OUR earlier study of the question of international price 
equilibrium and exchange rates, we examined the effect of the 
fear of internal price inflation on exchange depreciation and on 
tb.e movement of prices, with particular attention to events in 
lYance, Germany, and Austria during the 1920’s, The deprecia- 
tion of exchange rates which occurred after 1929, however, was 
not due to fear of internal price inflation. Instead, it was the 
pressure of extreme depression which upset the equilibrium in 
the balance of pasrments in many countries, made impossible the 
maintenance of the gold standard, and led to exchange deprecia- 
tion. 

The reasons for exchange depreciation after 1929. Three 
basic reasons may be given for the depreciation in exchange rates 
after 1929. First, some currencies (sterling, for example) pos- 
sibly were overvalued at their existing gold parities, so that it had 
been dififlcult to maintain an equilibrium in the balance of pay- 
ments. The abandonment of gold permitted the exchange values 
of such currencies to depreciate to their real parity. This tend- 
ency may partially account for the decline in the dollar value 
of the pound after gold was abandoned by England in ^ptember, 
1931. Second, the abandonment of gold was quite properly 
taken to indicate the end of the harsh deflationary practices pre- 
viously imposed by tile attempt to remain on tiie gold standard 
during a period of severe depression. To many, therefore, the 
abandonment of gold meant that inflaticaia^ measures would be 
successfully adopted. T^ expectation of an mcaease in prices 
l«i to some flight of capital and a decline in the exchange value 
of the currencies concerned. Third, in some instances exchWge 
depreciation was the reSnlt bf eonsdous governmental policy de- 
igned to promote internal business recovery. The devaluation 
of the dollm during 1^3 anl early 1934 was probably the most 
qmiEijicaous exim^le of sudh policy. 
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Voluntary Exchange Depreciation 

Competitive exchange depreciation. When, a country inten- 
tionally induces a fall in the exchange value of its currency, its 
immediate aim is to stimulate domestic business by encouraging 
exports, checking imports, and inducing a rise in the domestic 
price level. The advantages sought can best be achieved if the 
currency becomes undervalued in terms of foreign currencies. 
When one country succumbs to the temptation to depreciate or 
undervalue its currency on the foreign exchange markets, other 
currencies must necessarily become correspondingly overvalued. 
Competitive depreciation is therefore likely to spread to other 
countries, for it is a game at which more than one can play. 

There are several different ways in which voluntary exchange 
depreciation may be accomplished. First, direct threats of 
monetary inflation may induce speculative exchange dealings 
and capital flight, which will depress the value of the domestic 
currency. Second, the central bank may enter the foreign ex- 
change market and depress the value of the domestic currency by 
offering to buy foreign exchange at higher rates. Third, gold 
standard countries may depress the exchange value of their cur- 
rencies by devaluation or a reduction in the gold content of the 
standard monetary unit. 

Reasons for voluntary exchange depreciation. Before 1929 
one seldom if ever heard of an attempt to improve the national 
economy by intentional depreciation of a country’s currency. 
To be sure, the wisdom of England’s return to the old, full-weight 
gold pound in 1925 had been seriously questioned, and the ad- 
vantage which accrued to France when it stabilized the franc at 
a gold value below its equilibrium value had been recognized. 
Competitive devaluation or exchange depreciation, however, was 
not given favorable consideration. Inflation rather than defla- 
tion was the specter which haunted statesmen in those days. 
In the public mind, exchange depreciation was almost S 3 mony- 
mous with inflation, and both were to be diligently shunned. 
Threats of an unfavorable balance of payments were, therefore, 
met with deflationary tactics or protective tariffs. 

One can readily appreciate the very real advantages which 
follow the depreciation of a currency which previously has been 
overvalued in the foreign exchange markets. Identical advan- 
tages tend to appear in the country which intentionally forces 
down the foreign exchange value of its currency below the true 
equilibrium rate. The cheapening of the domestic currency in 
the foreign exchange markets makes exports cheaper for for- 
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eigners to buy and at the same time makes importing more costly. 
We are already familiar with the way in which the economic 
forces operate to restore the equilibrium rate of exchange once it 
is disturbed. If exchange rates are free to move, adjustments 
appear quickly through appropriate changes in the rate. If, as 
is the case with intentional exchange depreciation, the exchange 
rate is stoutly held below the equilibrium point, a slower' adjust- 
ment tends to take place through appropriate movfements in the 
level of prices. It is clear that so long as prices are not suffi- 
ciently adjusted to make the new low exchange rate the equilib- 
rium rate, exports are stimulated, imports are retarded, and do- 
mestic industry is encouraged.’- Thus, a lag in the adjustment of 
prices may be considered beneficial in promoting domestic re- 
covery. The prices of goods which move freely in international 
trade can be expected to make an almost immediate adjustment 
to the change in the exchange rate. Prices of such commodities 
must necessarily become adjusted so that the difference in price 
at hoihe and abroad, when calculated at the ruling rate of ex- 
change, is no more than the cost of transfer from one countiiy to 
the other. Although this is true, the costs of producing such 
commodities will lag behind their prices substantially. Even 
though export prices rise, the stimulating effects of exchange de- 
preciation do not disappear so long as the lag in costs persists, 
since exporters retain a relative, competitive advantage over pro- 
ducers in countries with overvalued currencies. If retaliatory 
action is immediately taken by other countries, the realized bene- 
fits from exchange depreciation may not be so great as antici- 
pated. Such retaliation may take the form of (1) exchange de- 
preciation or (2) tariffs and quotas on imports from the country 
practicing depreciation. 

Voluntary exchange depreciation and corrections in the price 
levels. That a movement of the rate of exchange away from 
equilibrium leads to the operation of forces tending to restore 
equilibrium can hardly be ^sputed. If the exchange rate is not 
permitted to shift in the direction of equilibrium, the price levels 
must do so. In the latter case, two distinct questions arise: 
First, how much time must elapse before prices may be expected 
to move to an equilibrium position? Second, to what extent will 
the adjustment in prices occur inside the country with depressed 
exchanges as compared with price adjustments occuring in the 

^ 1 Even after prices have risea withia the country practicing exchange deprecia- 
ticm, the beneficial effects are not entirely lost. The initial impetus to business 
recovery may be followed by a general cyclical improvement. A genuine ad- 
vantage from higher prices is found in the improved cost-debt-price relationship. 
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outside world?- Both of these questions are pertinent to any 
attempt to evaluate the effectiveness of exchange depreciation 
as a recovery measure. 

The lag between exchange depreciation and changes in the 
price levels required to make the new rate of exchange an equilib- 
rium rate must necessarily depend upon the circumstances. To 
be sure, the prices of goods moving directly in international trade 
will be immediately adjusted so that the difference in price, com- 
puted at the ruling rate of exchange, will differ between countries 
by no more than the cost of trahsfer. Yet the fundamental costs, 
the prices of the factors of production, may change much more 
;^owly. If the country which depreciates its exchange rate is 
plentifully supplied -with idle factors of production or factors 
that may rea/hly be switched from other industry to the making 
of exports, the increased price of exports will have but httle im- 
mediate effect upon the price of the factors. Since countries that 
have tried voluntary exchange depreciation have been countries 
in the throes of depression, one might well expect a considerable 
lag between an increase in prices and costs. Similarly, the higher 
costs of imports resulting from exchange depreciation encourages 
home production with httle effect on costs. Evidence of the ex- 
istence of a very substantial lag of costs tehind price movements 
is presented in Table 68. 

Will voluntary exchange depreciation raise domestic prices? 
Because of the attempt made to raise prices by devaluating the 
dollar in 1933-1934, the effectiveness of volrmtary exchange de- 
preciation as a means of raising domestic prices has been the sub- 
ject of mudi controversy in the United States. Two separate 
questions must oe explored before the answer can be reached. 
First is the question of the degree to which actual net price ad- 
justments occur following a depreciation of the exdbanges. Some 
evidence of the incompleteness ^d the lag in such adjustments 
appears in Table 68. It seems that there is httle reason to ex- 
pect anything hke a proportional change in the fundamental 
price stmcture as a result of devaluation, although changes in 
import and export prices are bound to occur. In a small country, 
where imports and exports play a large part in the total economy, 
the adjustments in import and export prices tend to cause sub- 
stantial adjustments in the total price level. On the other hand, 
in a large country hke the Unit^ States, where foreign trade is 
relatively small as compared with domestic trade, the effect on 
the general level of juices is unlikely to be of any great immediate 
importance. . ' ‘ 
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TABLE 68 

Percentage Adjustment to Exchange Depreciation of Wholesale Prices, 
Wages, Cost of Living, Import Prices, and Export Prices ♦ 


Number of 
Countries 
with Ex- 

Price Index change De- 

Used predation 

Wholesale prices 8 

(Compared with 5 gold 
standard countries) 

Amount of Average Adjustment of 
Prices in Per Cent of Exchange 
Depreciation up to and Including: 

TEAR TEAR YEAR TEAR 

I II HI IV 

+25 +32 +40 +42 

Wholesale prices 

(Compared with France) 

8 

+ 8 +23 

+28 

+36 

Cost of living 

(Compared with France) 

9 

-4 +2 

0 

— 1 

Wages 

(Compared with France) 

11 

'+1 +2 

-2 

4; 

Import prices 

(Compared with France) 

11 

+68 +50 

+56 

.... 

Export prices 

(Compared with France) 

11 

+60 +37 

+37 

.... 


'•'From Harris, S. E., Exchange Dejyreciationt Cambridge, Harvard tlniversity 
Press, 1936, p. 69. Quoted by permission of the President and Fellows of Harvard 
College. 

The price adjustments given in the above table were calculated by computing 
the average net price adjustment between the countries with depreciated cur- 
rencies and gold standard countries, and comparing the net price adjustment with 
the average amoimt of currency depreciation. For example, if prices in the United 
States rose 27 per cent and prices in France fell 10 per cent, the rise of prices in 
the United States over prices in gold standard France was ^^o, or 30 per cent. 
If, owing to devaluation of the dollar, the nse in price of dollars in terms of gold 
francs was 70 per cent, relative prices in Unit^ States should have shifted by 
the same amount to have made a complete adjustment to the depreciation of the 
dollar. The percentage ratio of the actual price adjustment to the depreciation 
of the dollar, according to our example, would be ^o» or 43 per cent, which may 
be taken as the percentage of the adjustment of prices to exchange depreciation. 

The second question has to do with the extent to which actual 
price adjustments take place in the domestic market instead of 
in foreign markets. It should be obvious that one cannot fore- 
cast accurately whether equilibrium will be restored by an in- 
crease in prices and costs within the country practicing exchange 
depreciation,, or by a fall in prices in the outside world. Never- 
theless, there are certain conditions under which one effect is 
miore probable than the other. If we enumerate the conditions 
-that opiate in favor of and against the rise of domestic prices. 
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we shall be in a better position to evaluate the probable benefits 
of exchange depreciation to the price level. 

Under the following conditions, exchange depreciation should 
tend to bring about a relatively large internal rise in prices; ^ 

(o) When exports constitute a relatively small part of the 
world trade in that commodity. This situation makes for an 
elastic demand for the country’s exports. 

(b) When its exportable goods are largely produced for export 
and constitute but a small fraction of the purely domestic trade. 
This makes for a relatively inelastic supply, since a rise in export 
prices cannot attract large supplies from the home market into 
the foreign market. 

(c) Wlien the domestic demand for exportable goods is in- 
elastic, so that a rise in export prices will not be able easily to 
attract supplies from the domestic market. 

(d) When the supply of the same exportable products is elastic 
in other countries producing the same things. Thus, the in- 
creased exports of the country practicing exchange depreciation 
will have less depressing effect on world markets than otherwise, 
because of the ready shrinkage of supply from other sources as 
world prices weaken. 

(e) When the munber of coimtries attempting simultaneous 
use of exchange depreciation is small. This arises from require- 
ment (a). 

(/) When foreign trade commodities make up a large part of 
those entering into domestic trade. If a small country is de- 
pendent upon its foreign trade to such an extent that nearly all 
of its domestic trade is intimately tied up with import and export 
commodities, the general price level will respond quickly to 
changes in import and export prices. 

On the other hand, exchange depreciation should tend to de- 
press foreign prices rather than raise domestic prices when: 

(а) Domestic supplies of export goods are elastic. 

(б) Foreign demand for such goods is inelastic because of few 
alternate sources of supply. 

(c) When the number and size of countries engaging in cur- 
rency depreciation are large compared with the importance of 
countries not indulging in the practice. 

One may, therefore, expect that exchange depreciation prac- 
ticed by a small country whose exports consist of widely produced 

® Harris, S. E., Exchange Depreciation, Cambridge, Harvard University PressL 
1936, Chapter n. 
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staples and whose imports consist of goods having an elastic 
supply would be very effective in raising import and export prices 
within that country. As a recovery measure, it might be recom- 
mended for such a country. Moreover, the imports and exports 
of a small country directly affect domestic trade and the whole 
domestic economy to a much greater degree than is the case with 
large countries. Being small, such a country might safely en- 
gage in exchange depreciation without stirring up opposition 
abroad in the form of tariffs and quotas against exchange dump- 
ing. This policy practiced by a small country is more likely, 
therefore, to raise internal prices than to depress world prices. 

But when a large country engages in exchange depreciation, 
there is less likelihood that domestic prices will rise and more 
likelihood that prices abroad wiU fall. The imports and exports 
of a large country have relatively greater weight in the world 
markets and, therefore, are more likely to cause a shift in foreign 
prices. Exchange dumping by a large country will inAdte re- 
taliatory action on the part of other countries. Ihrthermore, the 
greater the number of countries involved in exchange deprecia- 
tion, the less will be the likelihood of domestic price increases. 
If all countries were to make the attempt to depreciate their cur- 
rencies at the same time and to the same extent, all advantage 
would disappear. Therefore, England in 1931 had a better 
chance to raise its price level by resort to exchange depreciation 
than did the United States in 1933, when the countries still ad- 
hering to the old parities were limited to the Continental Gold 
Bloc. 

The Behavior of Prices Follovhng Currency Depreciation 

A considerable amount of statistical evidence has been as- 
sembled in respect to the price movements which have accom- 
panied exchange depreciation.* Studies of this sort have been 
made for the purpose of measuring the degree of price adjustment 
that has followed depreciation and the extent to which domestic 
prices have been favorably affected and foreign prices adversely 
affected. If it appears that the predominant result of exchange 
depreciation is' to depress foreign prices and to intensify depres- 
sion abroad, the domestic advantages of such action are likely to 
be small. 


® Eor example, see Rarris, S. E., Exchange Depreciation; Gilbert, Milton, Cur- 
rency Depreciation and Monetary Policy, Philadelphia, University of Pennsylvania 
Press, 1M9; and SUverstein, Nathan L, “American Devaluation: Prices and Ex- 
port Trade,” American Economic Beview, June, 1937. 
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The reasons for apparent imperfect adjustment of prices to 
exchange depreciation. In Table 68 on page 641, we have Pro- 
fessor Harris’ calculation of the percentage adjustment of prices 
to exchange depreciation. His figures show not only that there 
was a very great lag in the adjustment of wages and costs of liv- 
ing, but that even import and export prices showed a remarkably 
incomplete adjustment. But it is highly improbable that im- 
port and export prices in fact failed to adjust themselves rapidly 
to the exchange rate. Hence, there must be some explanation 
for the discrepancy in the calculated measures of adjustment. 
Harris suggests, first, that the movement of prices required to re- 
store equilibrium with the new rate of exchange was not so great 
as indicated by the amount of exchange depreciation. He ex- 
plains this on the grounds that in all probability the rate of ex- 
change before depreciation was sometimes too high for the exist- 
ing price levels, and the currency was therefore overvalued. 
Part of the faU in the exchange rate merely compensated for the 
■ previous overvaluation and to that extent did not require any 
price adjustment. Second, Harris suggests that exporters in 
countries that did not depreciate their currencies made special 
price concessions to buyers in depreciated-currency countries. 
In fact, therefore, there was a greater fall in the prices of ex- 
ported goods in countries remaining on the gold standard than 
was indicated in the published price data. Finally, since a great 
deal of the foreign trade of countries practicing depreciation was 
with each other, calculations of price adjustments between them 
and France alone could hardly be expected to show 100 per cent 
adjustment. Items of foreign trade that moved solely between 
countries with depreciated currencies naturally influenced the 
calculated movements of import and export prices of those coun- 
tries. Yet prices of such commodities would be little affected 
by a faU in exchange rates on the GoM Bloc countries. To Tna Vp 
a valid calculation of price adjustments, only the prices of those 
things that enter the trade with the' Gold Bloc countries (or 
France, as the case may be) diould be included. 

Behavior of prices in countries with and without exchange de- 
predation, A comparison of the movement of prices in coun- 
tries that depreciated their currencies with price movements in 
other countries may throw some light upon the effects of ex- 
ch^ge depreciation. This comparison is shown in Chart 36, 
It is clear that countries which abandoned the gold standard and 
depreciated their currencies were promptly relieved from the 
pressure of falli n g prices. Equally clear' is the fact that '|^noes 
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Chabt 36. Wholesale Price Movements. January, 1929 = 100. 

continued to fall in the countries that remained on the gold stand- 
ard without devaluation. How are these results to be inter- 
preted? 

If one favors the view that intentional exchange depreciation 
is a desirable national policy, the evidence supports this position. 
Exchange depreciation offers a way for individual countries to 
break away from the vicious cycle of deflation and to improve 
their domestic situations during periods of severe, world-wide 
depression. When exchange d^reciation results in the under- 
valuation of th^ domestic currency, exporters are given an op- 
portunity to seize a larger fraction than before of the reduced 
volume of international trade. If one wishes a less selfish justi- 
fication for devaluation, he may find it in the valid argument 
that exchange depreciation that results merely in the decline 
from an overvalue rate to one of true equilibrium will stimulate 
foreign trade aiui assist in general world recovery. 

If, on the other hand, one is inclined to believe that deliberate 
undervaluatbn of a cmrency is objectionable because of its de- 
pKsSsang effects upon, other countries, he can interpret the evi- 
dent, ip Qhiart 36 to support this view. For it may be argued 
that a world-wide recovery in prices was prevented by the whole- 
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sale currency devaluations that accompanied the departure of 
England from the gold standard in 1931 and the devaluation of 
the dollar in 1933-1934. The decline in prices in the remaining 
gold standard world may be directly traceable to the depressing 
effect of devaluation or exchange depreciation elsewhere. There- 
fore, since depreciation resulted in an increased deflation and 
depression abroad, the beneflts claimed for it are largely illu- 
sory. 

Evidently, one can hardly reach any very conclusive results 
by observing only the behavior of prices following exchange de- 
preciation. On the face of it, the evidence supports either of 
the above arguments. To understand the effects of depreciation, 
it is necessary to examine the whole problem in more detail 
For example, to measure the beneflciaJ effects of exchange de- 
preciation in England requires some knowledge not only of the 
movement of export and import prices within the country, but 
also of the changes that occur in the volume of trade, the condi- 
tion of business, and emplojrment. Purthermore, a satisfactory 
answer is needed to the question of whether the continued decline 
of prices in the countries remaining on gold can be ascribed to 
independent forces operating inevitably because of the stage of 
depression in which the world found itself, or to pressure arising 
from exchange depreciation. For if the world was about to enter 
a recovery phase and was prevented from doing so because of the 
depressing effects of currency depreciation, the gains derived from 
the depreciation would be zero or even negative, since aU coun- 
tries, including those adopting depreciation, would have partici- 
pated in the general recovery. 

The consequences of the depreciation of sterling. England 
provides a specific example of exchange depreciation by a power- 
ful country. Between September, 1931, and M^irch, 1933, the 
depreciation of the pound in terms of gold amounted to between 
25 and 30 per cent. Even assuming that, before its depreciation, 
the pound was overvalued by about 10 per cent, it is probable 
that it was somewhat undervalued afterward. What, we may 
ask, were the effects of this depreciation upon world prices? 
First, the depreciation of the pound had no adverse effect upon 
prices in the countries that comprised the Sterling Bloc, for their 
currencies were allowed to depreciate as much as or more than 
the pound. Therefore, the fall in value of the pound may prop- 
erly be charged not only with any deflationary effects in gold 
standard countries arising directly from the undervalued pound, 



EXCHANGE DEPRECIATION, 1929-1936 647 

but also with the added deflationary effects of the undervaluation 
of other currencies whose movements followed the pound.* 

On the other hand, it is entirely possible that the progress of 
the depression in the world at large had resulted in a continuous 
tendency for the pound to become overvalued. Because England 
exports manufactured products whose prices and costs fall rel- 
atively slowly, it is possible that more rapidly falling prices 
abroad had the effect of continuously increasing the overvaluar 
tion of the pound. If so, the depreciation of the pound by 30 per 
cent need not necessarily have involved any great degree of un- 
dervaluation. It is possible to obtain indirect evidence of the 
existence of undervaluation of the pound after 1931 by observing 
what occurred to the foreign trade of the gold standard countries. 
An undervalued pound, for instance, must have meant an over- 
valuation of the dollar. Is there any evidence that the American 
economy was suffering from an overvalued doUar between 1931 
and 1933? An examination of the foreign trade developments 
in the United States seems to show but few signs of overvalua- 
tion of the dollar at this time. For example, if the dollar were 
overvalued, there should have resulted a relative expansion in 
imports from countries having depreciated currencies, but the 
facts do not bear out this expectation. Between September, 
1931, and March, 1933, there is little indication that the value 
of American imports from depreciated-currency countries was 
increased at the expense of imports from gold standard countries. 
Instead, the imports from depreciated-currency and gold stand- 
ard countries fluctuated together as business activity fluctuated 
within the United States. Moreover, there is evidence indicating 
that the value of exports from the United States was but little 
affected by the depreciation of the pound. After September, 
1931, the fall in exports to countries having depreciated curren- 
cies was paralleled by a decline of about equal proportions in the 
value of exports to gold standard countries. True, the exports 
to gold standard countries fared shghtly better than those to de- 
preciated-currency countries, but hardly enough to indicate any 
serious deflationary effect arising from an overvaluation of the 
dollar in terms of the depreciated currencies.' This fact suggests 
that the heavy deflation that continued in the United States dur- 
ing 1932 was due primarily, not to the undervaluation of the 

4 See Gilbert, Milton, CwrterLcy Depr 0 ciation, Chapters IV and V, for an analyas 
of this. 

5 Gilbert, op, ciL, pp. 9^^. 
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pound, but rather to independent deflationary forces operating 
within the gold standard world and within the country itself. 
Nevertheless, it is highly probable that the depreciation of the 
pound did have some deflationary effects in the gold standard 
countries.® 

The consequences of the devaluation of the dollar. The de- 
liberate devaluation of the dollar may be contrasted with the 
depreciation occurring in other countries in that it was not forced 
upon the country by monetary strain or an adverse balance of 
pa 3 unents. Instead, it was adopted with the idea that it might 
prove valuable as a means of raising domestic prices. Any gains, 
therefore, were necessarily limited to the advantage derived 
strictly from the improved competitive position resulting from a 
sharply undervalued dollar. The rapid rise in prices in the 
United States, following the abandonment of the gold standard 
and the undertaking of measures designed to cause the dollar to 
depreciate, has sometimes been t^en to indicate that devaluation 
achieved its purpose. The movement of prices of farm products, 
exports, imports, and wholesale and domestic commodities, and 
the relation of these price movements to the depreciation of the 
dollar may be clearly seen in Chart 37. It is plainly apparent 
that the prices of import and export commodities rose with the 
fall in the exchange value of the dollar. But it is equally dear 
that their response was almost wholly limited to the first four 
months of depreciation. The further depreciation of the dollar 
that aocompanied the gold-bu 3 dng policy and the final action of 
devaluation, between August, 1933, and February, 1934, was at 
least of the same magnitude as that of the March-July period. 
But during the later period, no comparable change in import and 
export prices oocurr^. Furthermore, domestic goods dso par- 
ticipated in the immediate rise in prices, although they were not 


« Cf. Gregoiy, T. E., The Gold Standard and Its Future, 3rd ed. New York, E. P. 
Dutton & Co., 1935, pages 72-73, where he says, *‘Tbe hi^ hopes entertained that 
•Great Britain's exports would be greatly stnnukfcted have hardly been borne out by 
facts. The special disadvantages of sui uncompensated higher cost structure had 
indeed disappeared, but the cumulative effects of continued world depression, tar- 
iffs and quotas, and the imitation by other industriail competitors, e^iecialiy Japan, 
has severly limited the direct gain to this countay. Since can hardly be any 
doubt that the depression has been prolonged by the uncertainties and difficulties 
uaused by the interferences with the free flow of international trade, there are no 
indirect gains. At best it might be argued that Great Britain has been able to 
match a rather larger share of a greatly shrunken a^egate. AgMnst this' possible 
advant^e must ^ set the fact that Great Britain's action was a considerable 
factor in producing that complex of governmental actions winch have impeded 
recovery.” Quoted by permission of the publishers. 
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exposed to any direct stimulation from the cheapening of the 
foreign exchange value of the dollar. It seems probable, there- 
fore, that the price movement that developed in the United 
5^tates after March, 1933, was in the nature of a cyclical upswing 



Chakt 37. United States Price Indexes. March, 1933 = 100. Source : Gil- 
bert, Milton, Currency Depreciation^ 1939, p. 124. Reprinted by permission of 
University of Pennsylvania Press. 

rather thmi a result of the depreciation of the dollar. Without 
question, the abandonment of the gold standard at that time set 
the stage for the Administration’s inflationary efforts, but the 
general upswing of prices, including domestic prices, which ter- 
minated ^arjdy in 'August and was not continued as the dollar 
was furtlier depreciated, supports the view that the price move- 
ment was prirruuily cyclical in nature.? 

As a recovery: mdasrare, the deprecKution of the dollar was of 
doufcffefiil value; . ; Unfike the depreciation of the pound, it was not 
needed to correct an overvaluation of the domestic currency, and 


»,<X, GHbert, op. c»i., H5W39. 
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operated to overvalue the currencies of the countries that re- 
mained on the gold standard. The latter were driven in self- 
defense to impose new restraints on imports and to adopt drastic 
deflationary policies. Even so, their'gold supply was constantly 
in danger, and the expectation that sooner or later they would 
have to follow the United States into currency devaluation ex- 
posed their exchange rates to a speculative flight of capital that 
aggravated an already difficult position.® 

An. evaluation of exchange depreciation after 1929. To 
evaluate the results of exchange depreciation since 1929 requires 
an examination of the causes that provoked it. Brazil, the 
Argentine, Australia, and New Zealand were the first countries 
forced off the gold standard during the depression. The decline 
in the value of their exports and the dr 3 dng up of foreign loans 
combined so to weaken their international position that sus- 
pension became almost inevitable. Internal deflation could 
hardly have sufficed to save the gold standard, and under the cir- 
cumstances exchange depreciation seems to have been the only 
reasonable way to achieve an equilibrium in their balance of pay- 
ments. The purpose of depreciation in their case was not that 
of deliberate “exchange dumping” but merely to meet a difficult 
situation in the balance of pa 3 nnents that arose out of the de- 
pression. Under existing conditions, therefore, the depreciation 
seems to have been justified.® 

The depreciation of the pound after September, 1931, resulted 
from the flight of capital induced by the disturbances on the 
Continent, although the pound’s general weakness can probably 
be traced back to the more fundamental problem of its overvalu- 
ation. Other currencies of the Sterling Area that followed the 
pound did so through the compulsion arising from their close 
commercial ties with Great Britain. The internal effects of the 
depreciation of the pound were advantageous. The deflationary 
pressure of the gold standard was released and the overvaluation 
of the pound was replaced by some degree of undervaluation. 

The depreciation of the dollar, on the other hand, was an out- 
and-out attempt to inflate domestic pric^ by undervaltiing the 
currency. Its effects on domestic prices seem to have been less 
important than the cyclical expansion that occurred during the 
second quwter of 1933, when all prices moved sharply upward for 
a time, only to taper off during the last half of the period during 

oibid., pp. 148-150. 

®Cf. Gilbert, op. di., p. 5; also Lawrence Smith’s “Suspension of the Gold 
Standard,” American Economic Review, September, 
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which the depreciation was being carried through. The de- 
preciation of the dollar was partially offset by further deprecia- 
tion of other free currencies, which still further increased the de- 
gree of overvaluation of the remaining gold standard currencies 
and sharply accentuated the depression within the countries 
concerned. 

In evaluating the general effects of exchange depreciation since 
1929, Professor Harris, who has made an exhaustive study of the 
problem, concludes that, on the whole, it probably did more good 
than harm, and that it helped rather than hampered economic 
recovery.^® He bases his conclusions upon the fact that deprecia- 
tion sheltered countries practicing it from the declining price 
trends in the gold standard world, and gave them some competi- 
tive advantages due to undervaluation. In a world filled with 
price rigidities, he believes that depreciation is a less objection- 
able manner of meeting the difSeulties of world depression than 
is deflation. He found that the abandonment of gold and the 
depreciation of the currency were accompanied by an expansion 
in world trade and an improvement in the cost-price structure 
within tiiie countries that tried it. Because of the close trade 
relations among the countries that left the gold standard, their 
economic revival expanded the trade among themselves. Their 
capture of an increased share of the world’s total trade was more 
the result of an expansion of trade with each other than a gain 
at the expense of the gold standard countries. Nevertheless, 
some gains were realized by paper standard countries at the ex- 
pense of countries remaining on gold. Support for Harris’ con- 
clusions as to the beneficial effects of currency depreciation upon 
the internal economies of countries resorting to it is provided 
by the data appearing in Table 69. In the case of the United 
Kingdom, the United States, and Japan, exchange depreciation 
was accompanied by a marked improvement in production. 
France, which did not resort to depreciation during the period 
covered, failed to show any substantial improvement but rather 
experienced a further decline in production after a temporary im- 
provement during 1933. Germany, which avoided depreciation 
of its currency by strong exchange-control measures, was able to 
show steady gains in production beginning in 1933. It was able 
to escape from the deflationary pressure of foreign debts by re- 
pudiating them and at the same time utilizing government spend- 
ing as an instrument of recovery. 


Hanis, Exchafige-D^edeiium. pp. xdi-sdii. 
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It is not entirely satisfactory to attempt to lump together all 
of the consequences of exchange devaluation and try to evaluate 
the final results in terms of advantages and disadvantages. 
There can hardly be any doubt of the advantageous effects of 
the abandonment of the gold standard during such a period of 
deflation as that of 1929-1932. With the abandonment of gold, 
there must be sufi&cient exchange depreciation to permit domestic 
prices to become stabilized. The widespread adoption of free 
paper currencies. by important trading countries such as those 
comprising the Sterling Bloc might be expected to bring refresh- 
ing freedom from liquidation and deflation, which in turn would 
reflect favorably on the general world economy. But this argu- 
ment for depreciation can have no valid connection, from the 
standpoint of world economic recovery, with depreciation aimed 
at undervaluation, for undervaluation in one country necessarily 
means overvaluation m other countries. Any departure of ex- 
change rates from equilibrium is at least as deflationary in some 
quarters as it is inflationary in others. Actually, the deflationary 
effects seem to predominate when we remember that countries 
with overvalued currencies resort to increased tariffs, quotas, 
And other hindrances to world trade in self-protection. 



Chapter XLII 
WAR AND PRICES 

The increase in governmental expenditures. The outbreaJs: 
of war normally brings an almost immediate increase in the ex- 
penditure of the central government. Mobilization expenses 
must be met; troops and supplies must be transported; payrolls 
mount as increasing numbers of men are put under arms. Old 
training camps must be enlarged and new ones built; guns, muni- 
tions, airplanes, uniforms, food, and other equipment must be 
swiftly obtained; the navy must be strengthened. Strong na- 
tions frequently find it necessary not only to equip their own 
armies and navies, but also to assist in supplying the sinews of 
war to weaker allies. Only when the war is small in scale and 
of short duration can it be carried on without a marked increase 
in governmental spending. ■ 

The volume of governmental spending involved in a serious 
and prolonged war, therefore, creates difficult problems of public 
finance. This is true whether the government purchases its 
mppiies in open competition with private individuals or whether 
it commandeers the operations of industry. One may visualize 
the seriousness of the problem of financing a war by observing 
the magnitude of the money expenditures of warring govern- 
ments in the prosecution of the World War of 1914-1918. Such 
expenditures amounted to something over $200,000,000,000. 
The United States, with an annual income before 1914 of about 
'$38,000,0(K),000, spent directly and in loans to its allies about 
$17,000,000,000 (in prewar dollars). This means that during 
the 20 months we were at war, the government utilized for war 
purposes something like 25 per cent of the national income for 
the period. In other countries, the burdens were vastly greater, 
'rranslated into currency of prewar purchasing power, the total 
war expenditures of Great Britain were about twice the annual 
prewar income. Since it was highly unlikely that the national 
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real income of Great Britain underwent any substantial increase 
during the years of the war, this meant that about one-half of 
the national income of the war years was diverted from ordinary 
private consumption and investment into governmental spend- 
ing. The same was true for Germany, while in France war ex- 
penditures were a little less than 40 per cent of the national in- 
come during the war years.^ The war which began in September, 
1939, constitutes as heavy, if not heavier, a drain upon the na- 
tions involved as did the war which ended in 1918. 

Arguments for Financing Wars by Borrowing 

The following arguments are commonly advanced for the use 
of borrowing to finance wars: 

1. Taxation is too slow to enable the treasury to obtain neces- 
sary funds to meet the immediate needs. The levying and col- 
lection of new taxes involves a considerable amount of time, and 
war requirements cannot wait. Borrowing must therefore be 
used to bridge the gap between the time when funds are needed 
and the time when new taxes can be collected. 

2. Actual fiscal requirements cannot be estimated accurately 
in time of war. War budgets commonly turn out to be too 
small. Therefore, in spite of a well-worked-out taxation plan, 
some resort to borrowing is generally necessary to supplement 

, tax income in order to meet unforeseen requirements. i^Irther- 
more, borrowing the current money savings of the public is 
almost certain to prove too slow to meet the urgent requirements, 
and resort to an expansion in bank credit can hardly be avoided. 
To tie down expenditures during a war to the limits set by the 
government’s ability to levy and collect taxes and to sell bonds 
to investors would be definitely undesirable. The cost of delay 
in a program of appropriate military action may easily be so 
great as to outweigh entirely the inflationary consequence. 

3. Borrowing is justified on the grounds that the cost of the 
war may very properly be spread over a greater period of time 
than that involving the war itself. In the popular mind, bor- 
rowing permits passing on the burden of paying for the war to 
future generations. 

^Colm, Gerhard, ‘'War Finance,” The EncyclopcBdia of the Social Sciences, 
Vol,‘ XV, New York, The Macmillan Co, 1935, pp. 348-349. Also see Readingti 
irt the Economics of War, 1918, edited by J. M. Clark, W. H. Hamilton, and H 
G. Moulton, p. 382, for data cm the income of bellig^nt countiies; and J. M 
Clark, The Costs of the World War to the American People, New Haven, Yals 
TJniversity Press, 1931, Chapter HE. 
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4. Psychologically and politically, it is more expedient for the 
government to borrow funds than to extract them by taxation 
while the war is in progress. 

5. Taxation alone, without the help, of borrowing and some 
inflation, cannot in practice raise sufficient revenue. 

6. There is an advantage to be derived from the inflationary 
results of borrowing; namely, the increased utilization of the 
country’s productive facihties. This is especially important 
when the outbreak of war occurs during depression, when unem- 
ployment is high. 

Irrespective of the various arguments which can be raised for 
and against borrowing as a method of war finance, there is no 
escape from the fact that borrowing substantial amounts is in- 
evitable in the conduct of a war. Even the totalitarian states, 
with their extraordinary coercive powers, have not succeeded in 
avoiding it. The importance of government borrowing in' the 
United States during the First World War is shown by the de- 
cline in the percentage ratio of tax receipts to the total govern- 
mental expenditures (exclusive of public debt retirements). 

Per Cent of Tax Receipts to Total 


Fiscal Year 

Governmental Expenditure 2 

1917 

52.4 

1918 

26.5 

1919 

24.3 


There can be little objection to the first two arguments listed 
above. Clearly, the smooth conduct of the war effort requires 
that an adequate supply of funds be available at aU times. Bor- 
rowing in anticipation of tax revenue and to care for unpre- 
dictable requirements is normally carried out by the issue of 
short-term treasury obligations which are absorbed by the bank- 
ing system. The result of such short-term borrowing is an ex- 
pansion of bank assets and deposits and, therefore, an increase 
in the quantity of money and deposit currency. 

Borrowing to postpone the cost of the war. That it is pos- 
sible to postpone the economic cos^ of a war by resort to bor- 
rowing is a most flagrant economic fallacy which economists 
have been careful to refute. This argument easily captures the 
public fancy, since it is not hard to demonstrate that fighting a 

2 Mills, M, G,, Stajrar* W,,, Readhg^ m Puhln pimnee ^md Taxation^ 
New York, The 1.932, <pioiii 5 gi a 4- 

tine, Assistant Secretary of the TFeaaury» hefojre &e Wajr Polides 
Washington, D. C., May 20, 1931. • . : , , 
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war is bad enough, for the present generation without the added 
indignity of having to pay for it. Clearly, it is physically im- 
possible to use up munitions and other supplies of war that wiH 
be produced in the future; the only goods which can be consumed 
during a war are those in existence at the time. The sacrifice 
of the community is the same, whether these goods are paid for 
by taxation or by funds advanced to the government as loans. 

It is; however, entirely possible to postpone part of the costs 
of war by borrowing abroad, for in such a case it is the future 
taxpayers who must shoulder the load of repayment. Further- 
more, though probably not contemplated at the time, borrow- 
ing abroad has the possibility of permitting complete escape to 
the extent that war debts are eventually repudiated. There is 
the additional possibility that a vanquished foe may ultimately 
be compelled to pay part of the costs of the war. This provides 
a further argument for resort to the psychologically easier method 
of raising funds by borrowing. No one would claim that wars 
do not place grievous burdens upon future generations in the 
form of loss of man power and the wastage of capital equipment. 
This, however, has no connection with the question of the rela- 
tive advantages. of using borrowing instead of taxation. 

The importance of the inflationary results of borrowing. 
Currency inflation, which is likely to accompany the use of bor- 
rowing to finance wars, ,^rves two purposes. First, it stimulates 
production and, by leading to fuller employment of the produc- 
tive factors, causes an expansion of output, from which the real 
costs of the war are met. This is an extremely important matter 
if there is any substantial slack in employment and in the use 
of industrial equipment at the time when the war or armament 
program is undertaken. Public policy requires that money in- 
comes be pCTmitted and even encouraged to expand up to the 
point where employment is as great as the supply of scarce es- 
sential war materials will permit, in order to bring to bear upon 
the war effort the full economic power of the country. Further- 
more, some iuOTease in prices of commodities needed for war 
purposes is required to stimulate production, particularly when 
the preceding period has been one of depression. Rigid restric- 
tion on credit atod prices in the interest of a stable price index 
could hardly avoid doing considerable harm to the general em- 
ployment i^ituation. Second, it imposes forced saving upon the 
mass of incomo receivers. Inflation provides businessmen with* 
larger jirofits. Part of these are windfall in nature, for they arise 
out of the 'lag in wages and other costs. In the hands of the 
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businessmen there is thus concentrated a large volume of income 
■which the government can and does tap, both by the sale of bonds 
and by the le-vying of high taxes. Inflation, in other words, is 
a means of compelling the large mass of small income receivers 
to make sacrifices which ultimately contribute to the needs of 
war. To establish a taxing system to reach the small income 
receiver is very difficult, but inflation neatly accomplishes the 
job by forcing him to contribute indirectly. Of course, it is diffi- 
cult to be certain that such a hit-and-miss levy as is imposed by 
inflation is fair and equitable, and there is always the danger 
that excess profits taxes and bond-selling campaigns may fail to 
extract an appropriate amount from the businessman, in whose 
hands these revenues are collected. Nevertheless, it is highly 
improbable that the task of mobilizing one-half of the national 
income for war purposes, as was done in Great Britain, could 
have been accomplished in a free economy without the aid of 
inflation. 

Arguments against borrowing to finance -wars. The objec- 
tions to the u^ of borrowing to finance wars arise primarily out 
of the certainty of inflationary results. The objections to in- 
flation, which are of course well recognized, are magnified in time 
of war. First, price inflation tends to lead to overexpansion in 
consumers’ goods industries and tends to accentuate the already 
serious dislocations that inevitably accompany a shjft from a 
peace to a war economy. The difficulties of a retiq?n to a peace- 
time basis after the war are thus increased. Second, inflation 
raises the dollar cost of carrying on the war, for it means that the 
government is bidding against private purchasers for necessary 
goods and forcing up the prices of such goods. This causes the 
tax burden to be proportionately heavier during the postwar 
period, when prices are almost certain to be lower. Third, in- 
flation creates grave problems m the distribution of income. 
Windfall profits of business are fattened at public expense at a 
time when the common person is being called on to undergo 
heavy sacrifices in the interest of the* successful prosecution of 
the war. Serious hardship results from lagging incomes of sala- 
ried persons, retired individuals living upon past savings, and, to 
some extent, wage earners. There is little assurance that taxa- 
tion of business will be severe enough to prevent grave inequities 
in the national income distribution. Closely related to this is 
‘the question of the fairness of the distribution of the war costs. 

The effect of war upon consumers. Some expansion of out- 
put accompanied our participation in the war of 1914-1918, and 
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to an extent offset the extra costs. This has led some to con- 
clude that there was little if any decrease in the average stand- 
ard of living in the United States during the war period. This 
does not mean, however, that no extra burden was placed upon 
the laboring class. Lagging wage rates meant that living stand- 
ards were maintained only by overtime work and by expanding 
the number of employed persons (for example, women moved 
into industry in large numbers).’ But other studies lead to the 
conclusion that the war required not only an expansion in out- 
put but a reduction in consumption as weU. R'ofessor J. M. 
Clark found that, out of a net outlay of about $32,000,000,000 
for the war, about $13,000,000,000 came from increased produc- 
tion during the war years, while about $19,000,000,000 came out 
of decreased consumption.'* 

Granting that considerable sacrifice is necessarily involved in 
financing a war, the question which next arises is the allocation 
of the burden among the several parts of the economic com- 
munity. It is pretty clear that sacrifice is required by all in- 
come receivers, both large and small. The problem that con’- 
fronts those in charge of the fiscal policy of the government is 
to discover a workable and at the same time an equitable way to 
impose the necessary sacrifice upon the public. At first glance, 
taxation seems to offer the best solution, for it avoids hidden 
levies against incomes, which arise out of inflation. But the 
problem is complicated by the fact that, from a practical stand- 
point, some form of indirect tax — the sales tax, for example — 
must be relied on to tap the incomes of the poor. Nothing is 
certain about the f airness. qf such taxes even when combined 
with steeply graduated income taxes. Perhaps one can only 
say that such taxes are likely to prove somewhat more fair than 
inflation, which requires reliance upon the effectiveness of excess 
profits taxes to drain windfall profits away from the businessman. 

Why borrowing: is inflationary. Government borrowing has 
no inflationary effect ^ long as it results merely in the diversion 
of individual incomes from consumption to the purchase of gov- 
ernment securities through voluntary saving, or in a shift from 
industrial investment to investment in government bonds. Such 

*Cf. Viner, Jacob, “Who Paid for the War,” Journal of Political Economy, 
Januaiy, 1920. For the view that labor had to bear the bulk of the war costs, see 
Davenport, H. J., “The War-Tax Paradox,” American Economic Review, March, 

1919- , . 

* Clark, J. M, The Coets of the World War to the American Peoyle, 1931, pp. 
281-^- Fpr a general discussion of the problems of war finance, see Clanc; 
Raimltecand Moulton’s Readings in the Economics of War, Chapter X. 
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diversions bring a reduction in the demand for consumption 
goods and private capital goods at the time when the demand 
for things needed by the government is increased. But when 
heavy war expenditures must be financed, the volume of govern- 
ment borrowing becomes too large to be obtained by the diver- 
sion of private spending and investments. Habits of investment 
cannot be changed overnight. It is next to impossible, without 
coercion, to persuade the public to curtail consumption or forego 
private investment and buy instead a volume of government 
bonds representing from one-fourth to one-half of the current 
national income. It becomes necessary, therefore, to rely upon 
commercial bank credit, directly or indirectly, for the absorption 
of the huge bond issues.' 

Reliance upon bank credit to finance the sale of United States 
government securities during 1917-1919 took two forms. First, 
the banks themselves were expected to absorb their “quota” of 
new issues being offered. Pressure was brought to bear upon 
the bankers in order to assure satisfactory participation by their 
institutions. Second, individual purchasers were encouraged to 
subscribe to bonds in amounts beyond their current ability to 
pay and to make up the difference by borrowing at the banks on 
the ooUateral of the bonds. Banks were urged to lend to sub- 
scribers at rates no higher than the interest rate on the bonds. 
It was expected that subscribers to the bonds would be able to 
work off their bank loans out of income before the next issue was 
placed on the market, a process made easier hy the credit inflar 
tion of which the^ borrowings were a part. 

To make certain that bonds bearing low rates of interest could 
readily be sold, money rates were kept low by giving the banks 
access to reserve bank credit at favorable rediscount rates. 
Member banks ware encouraged to rediscoimt “war paper” (cus- 
tomers’ notra given to fiirance the purdiase of government securi- 
ties), whether received from the member bmks’ own customers 
or received from a ncaimend)er bank. They ware also encour- 
aged to borrow at the reserve banks on collateral , notes 

secured government bcaids. . - 

Whether new bank deposits were oreated by the banks and 
directly credited to the government in paynent for bank bond 

E urchases, or whether such deposits were credited to , customer 
orrowers and by them transferred to the government^ the resuR 
was a net expansion in the volume of deposit currency. Th& 

^Por a very good exposition of the relatitm w(ar finaaiee and in^tioiC 

see Cassel, Gustav, Money and Foreign Exck^npe After Ydri:, The 

Macmillan Co., 1922, pp. 9-18. 
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spending of these additional funds for the limited supply of com- 
modities raised the price level. There tended to be a continuous 
increase in the volume of means of payment, interrupted only 
during the interval between the series of bond issues, when 
purchasers were digesting their expanded bond holdings by retir- 
ing part of their bank loans. 

Some evidence as to the part played by bank credit in the 
^flotation of the United States World War bond issues can be 
found in the report of the Federal Reserve Bank of New York 
for the year 1918 on the changes in loans and investments of 107 
reporting member banks of the district. For these reporting 
banks, the volume of loans and investments, other than govern- 
ment securities and war paper, showed no increase during the 
year. Their holdings of government bonds, however, rose sub- 
stantially, as did the volume of customers’ paper secured by 
Liberty bonds.* 

The importance of the part played by the Federal reserve 
banks in helping to finance the sale of war bonds is diown by the 
fact that the reserve bank discoimts for member banks during 
the year 1917 increased by $798,564,000, of which $515,143,000 
was commercial paper and $283,421,000 was paper secured by 
government obligations. In the year 1918, “war paper,” or paper 
secured by government bonds and issued to finance the trading 
therein, l^ame the most important type of rediscounts. This 
is indicated in Table 70. 

TABU! 70 

Total War Papsr Total Bills of All Kinds Discounted by All Federal 
Reserve Banks During Each Month op 1918 ♦ 



(In tibousands) 

War Paper 

Total Bills 


Discounted 

Discounted 

January 

$ 378,507 

$ 868336 

Fdbruary 

400/136 

762,445 

March 

315J16 

754,934 

April 

1306,669 

2,172,580 

May 

2,523,506 

2,993,019 

June 

2,^1,132 

2,469,385 

3,137,226 

July 

3,343,468 

August 

3,127,333 

3,762,259 

September 

4,077397 

4,685,140 

Octdber 


6,903,963 

November . , . . . 

! 4,601,248 

' 5,154,597 

December . : . : . 

5,760,960 

6,215,083 

^ ♦ AumxcA of the Federal Reserve Bocerd, 1918, p. 168. 



* Annual Report of the Federal Reserve Board. 1918, p. 369 
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Business inflation during war. War jBnance, carried on 
through the sale of bonds in the manner described above, is cer- 
tain to result in a marked expansion in the means of pasnment 
and in a rise in prices. The inflation of currency in turn pro- 
motes an inflationary credit expansion arising within the busi- 
ness community itself. The growing demand for war supplies 
and the profits promised in their production and sale lead to 
private business borrowing. The rise in prices will not be con- 
fined to war materials alone. The expansion of credit to finance 
government borrowing leaves the volume of funds available for 
private spending largely unaffected. The competition for labor 
leads to higher wages, which, in turn are reflected in the prices 
of consumers’ goods. In the end, therefore, we find the cumu- 
lative and diffused effects of the increased demand for war ma- 
terials appearing in the form of the boom phase of the business 
cycle. In the case of the United States in 1917-1918, the total 
effect of this demand was but a continuation of the expansion 
phase of the cycle, which began while we were still neutral. 

The price inflation was augmented by the discount policy of 
the Federal Eeserve System, which bowed before the pressure of 
the 'Treasury for the maintenance of easy credit conditions so 
lliat government borrowing might be carried on at low rates. 
The degree of inflation of prices that took place in important 
belligerent countries during the war years is shown in Table 71 
and in Chart 38. 


TABLE 71 

Index Numbers of Wholesale Prices in Various Countries by yEAEB*^ 
(Average prices in July, 1913-June, 1914 = 100) 

im 19U 1915 1916 1917 1918 


England 102 102 128 162 209 231 

United States 101 99 102 126 175 194 

France 100 102 140 189 263 334** 

Germany 102 103 137 

Italy 105 102 142 189 


♦ Mitchell, W. C., International Price Comparisons, 1919, pp. 18, 29, 31, and 43. 
** For Snd Qi^ter, 1918. 


The Position of Neutral Countries 

The inflationary effects of war are not confined to the belliger- 
ents alone, for neutral countries are likewise infected by the in- 
flation germ. In part, the inflationary pressure felt by neutrals 
arises from the necessity of strengthening their own military 
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Chart 38. Wholesale Price Movements in Important Belligerent Countries, 
1913-1918. Average prices, July, 1913 to June, 1914=100. 

establishments. The expansion of the national budget for this 
purpose leads to the same results, though perhaps on a some- 
what more modest scale, as does the expansion in expenditures 
by the belligerents. More important, however, are the infla- 
tionary effects arising from the expansion of exports to the bellig- 
erents. The latter, pressed for war supplies, call upon the 
resources of their neutral neighbors to assist in furnishing neces- 
sities for the war machine. 

Inflation ni neutral countries. Belligerent nations are unable 
and unwilling to expand their own exports sufficiently to pay fOT 
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their growing imports. Rather, the^neeessities of war will tend 
to produce an export shrinkage. Therefore, to establish in neu- 
tral countries credits with which to pay for imports, belligerents 
must either export gold, liquidate foreign securities, or borrow 
in the neutral countries. Each of these practices, accompanied 
by the increased demand for neutral countries’ exports, tends 
to cause price inflation within the neutral countries. 

To the extent that belligerents send gold to pay for goods 
purchased from neutral countries, the gold base of the neutrals’ 
currency systems is expanded, bank reserves are increased, and 
the way is paved for credit expansion. When belligerents, in. 
payment for war supplies, liquidate securities that are absorbed 
in the investment markets of the neutral countries, again the 
results are likely to be inflationary. Once the results of increased 
export demands are seriously felt, domestic capital requirements 
tend to absorb the bulk of domestic funds, so that resort, to bank 
credit expansion becomes necessary to absorb the securities being 
sold by the belligerents. 

But the sale of securities and gold to neutrals will not prove 
sufficient to provide the needed foreign funds. Belligerents, 
therefore, resort to borrowing in the neutral countries. The ex- 
tension of credit then becomes a necessary feature- of the continu- 
ance of a lucrative and stimulating export trade, and neutral 
traders must seek to accommodatfe their customers’ credit needs. 
In the earlier stages, individual exporters may have to be content 
to draw time drafts upon the belligerent importers and to sell 
such drafts to their bankers in exchange for domestic bank credit. 
In self-protection, neutral bankers may require belligerent buyers 
to guarantee payment in the neutral country’s currency, or at 
least to guarantee the rate of exchange at which claims in terms 
of belligerent currency may be converted into the neutral’s cur- 
rency. In exchange for arranging credits for the belligerents, 
bankers and neutral governments may insist upon imports of 
certain necessities that the warring countries are able to provide. 
To prevent undue depreciation and disorganization of exchange 
rates, belligerent governments have found it necessary to take 
a hand in establishing credits in neutral countries.^ 

Because the United States was the most important single neu- 
tral country during the period before its entry into the war in 
1917, its experience throws some light upon the impact of war 

.^For an account of the manner in which .neutrals were induced to e?^end 
credit during the war of 1914-1918, see Cassel, Money and Foreign Exchange 
After 191A, pp. 12-18. ’ ' ^ 
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upon neutral countries. Between July 1, 1914, aJid July 31, 
1918, the United States had a net excess of merchandise exports 
amounting to 110,303,000,000. In settlement the United States 
received: * 

31,043,000,000 ia gold. 

$1,993,000,000 in repurcliased securities. 

$1,500,000,000 in securities of belligerent governments sold to pri- 
vate investors. 

$6,029,000,000 in war debts to the United States Government after 
our entry into the war. 

The rise in commodity prices in the United States was greater 
during the period of our neutrality than during the period of our 
belligerency. In July, 1914, just before the outbreak of the war, 
the wholesale price index stood at 99. Fifteen months later, it 
had risen only to 101. But in the year of October, 1915-October, 
1916, prices increased from 101 to 133; and six months later, 
when we entered the war, they had risen to 171. During the 
last year and a half of our neutrality, prices advanced by about 
70 per cent. But between April, 1917, and April, 1918, the first 
year of our direct participation in the war, wholesale prices rose 
only from 171 to 191, or about 12 per cent. Two reasons help 
to account for the slowing down in the rate of price increases 
after we entered the war. First, the extended period of neu- 
trality had given time for a pretty complete adjustment to the 
production of war supplies before we actually entered the war. 
This was accompanied by a rapid expansion of our credit struc- 
ture and a cyclical boom in business. Second, after the declara- 
tion of wax, stem measures were taken to control prices of war 
necessities. 

• Abandonment of the Gold Standard During War 

The gold standard no protection against war inflation. A 
common argument advanced in favor of the gold standard is 
that it affords protection against price inflation and monetary 
depreciation. ITiis protection arises from the necessity of so 
limiting the volume of credit money as to insure its redemption 
in gold. In order to maintain redemption of its currency in 
gold, an individual coimtry must not only maintain a .suitable 
supply of goldsr^sery^ tp meet current internal and external 
demands, but jU; ^ditipp must restrain credit and currency ex- 
pansion so as to keep “in step” with other countries. Only by 

R. Effects of the War on Money, Credit, and Banking in 
France and the United States, 1919, p. 158. ^ 
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SO doing can it hope to retain the power to keep its currency on 
a par with gold. 

During normal times, therefore, adherence to the gold stand- 
ard gives some assurance that excessive inflation will be avoided. 
Even when inflation becomes world-wide, it is still unlikely that 
it will go beyond the bounds set by the customary, or legal reserve 
ratios of the world’s currency and banking systems. In time 
of war, however, these restraints are almost immediately thrown 
off by belligerent countries, and the outbreak of hostilities is a 
signal for a general abandonment of the gold standard. 

Why war leads to the abandonment of the gold standard. 
To refuse to abandon the gold standard during times of war is 
to place an insurmountable barrier in the way of the credit ex- , 
pansion necessary for successful war finance. We have already 
seen that financing a war of serious proportions must inevitably 
be accompanied by some degree of credit inflation. If a belliger- 
ent were to attempt to retain the gold standard, a heavy and 
unendurable loss of gold would follow internal price inflation. 
The promptness with which belligerents abandoned gold in 1914 
may be explained in part by the desire to husband their gold 
supplies. Both to satisfy legal requirements and to maintain 
public confidence, the gold reserves of the banking systems were 
largely maintained. Although the action ob''dously meant the 
throwing over of the real purpose of gold reserves, the abandon- 
ment of gold facilitated a bit of window dressing on the part of 
the banks that was deemed to be in the public interest. In spite 
of the fact that the gold standard was forced to give way before 
the superior needs of war finance, it stUl received lip service after 
its essential features had been abandoned. Central banks maiii- 
tained gold reserves equal to their prewar holdings. Sometimes 
there remained the nominal right to convert currency into gold 
with an embargo on gold exports.® 

The abeindonment of gold after the outbreak of war in 1914. 
At the outbreak of the First World War in 1914, France im- 
mediately suspended the gold standard. Even before war was 
declared, banks in England had begun to refuse to pay out gold. 
Nevertheless, there was no actual legal abandonment of the gold 
standard in England during the war. In spite of the lack of a 
formal prohibition upon the export of gold, such action was in 
fact impossible without government sanction. Government con- 

^ For a competent discussion of the abandonnaent of gold in warring countries 
and the maintenance of the pretense of the gold standard, see Cassel, Money and 
Foreign Exchange After IBli, pp. 1-8. 
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trol over all shipping prevented cargo space being made available 
for gold exports unless the government approved. In addition, 
the government held another effective instrument of control over 
gold movements in its power to withhold or grant war risk in- 
surance, without which private gold shipments could hardly be 
undertaken. The gold standard was therefore effectively abol- 
ished by a series of administrative acts rather than by legislative 
enactment.^** 

Upon entering the war, even the United States felt it neces- 
sary to impose restrictions upon gold exports. An adverse bal- 
ance of pasunents arose out of our imports of commodities from 
neutrals, so. that during June, July, and August of 1917 we lost 
$100,000,000 in gold. A Presidential proclamation quickly fol- 
lowed on September 7 which prohibited the export of specie ex- 
cept under license issued by the Federal Reserve Board acting 
under the supervision of the Secretary of the Treasury. Under 
these arrangements, gold exports were allowed only when needed 
to obtain necessary imports. In respect to this experience, the 
Federal Reserve Board said, “Foreign exchange rates have been 
abnormal throughout the year and in many of the coimtries 
which send us necessary materials, American bills are at a heavy 
discount, due partially to the restrictions placed on our export 
trade and partially to the adverse trade balance of countries as- 
sociated with us in the war.” Our unwillingness to allow the 
free export of gold, however, must have been the immediate rea- 
son for the depreciation of the dollar in most cases. The one ex- 
ception, growing out of the gold exclusion policy of Sweden, will 
be mentioned later. 

Pegging the exchange rates. An early example of controlled 
exchange rates and the maintenance of an “official” exchange rate 
is available in the exchange-pegging experiences during the war of 
1914-1918. Pegging of the exchange value of the pound in terms 
of dollars well illustrates the process. During the war, England 
developed an adverse balance of payments leading to a sharp 
depreciation of the exchange value of the pound. It was to avoid 
the increased costs of necessary imports as well as to escape the 
embarrassing results of exchange fluctuations that the British 
Government undertook its pegging operations. 

To peg the value of the pound to the dollar at a fixed rate re- 
quired the acquisition of a quantity of dollar credits sufficient to 

Cf. FeayBayyear, A. E., "The Pound Sterling , London, Oxford University Press, 
1931, pp. 302^07. 

^ Armuoi Peport of the Federal Reserve Board, 1917, p. 22. 
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meet current adverse trade balances. To obtain these credits, 
the British Government shipped gold, liquidated British-owned 
American securities, and borrowed in the United States, first 
through private bankers and later from the government itself. 
By these methods the British Government was able to peg the 
pound at $4.76. France and Italy likewise pegged their curren- 
cies in terms of the British pound by borrowing in England.^* 

Sweden’s gold exclusion policy. In a vain attempt to escape 
excessive inflation, Sweden placed an embargo on gold imports 
during the First World War. It was in February, 1916, that the 
Riksbank asked the Swedish Government to relieve it of the duty 
to buy foreign gold. This exclusion policy Was at first nullified 
by the importation of Norwegian and Danish gold coin newly 
minted from imported foreign gold, a practice that was permitted 
under the agreement of the Scandinavian Monetary Union of 
1873. Later, in 1917, Denmark and Norway agreed to join the 
exclusion policy. 

Because of the belief that goods which moved into Sweden were 
likely to find their way into Germany in violation of the block- 
ade, the Allies restricted Swedish imports. At the same time. 
Allied purchases of Swedish goods expanded greatly. This 
meant that the rate of exchange on Sweden rose above the gold 
export point. But because gold could not move freely into 
Sweden to purchase Swedish currency, the dollar rate on Sweden 
rose above the gold parity rate. The exclusion of gold by Sweden 
was eommended in some quarters as a clever way to prevent the 
value of the krona from depreciating with the depreciation in the 
purchasing power of gold. This might have proved true had the 
Riksbank taken pains to impose credit restrictions sufiflcient to 
check internal price inflation in Sweden. Failing in this, how- 
ever, the Riksbank lost an opportunity to carry out a genuinely 
imique experiment in the maintenance of the value of a pure 
paper currency above the value of its gold equivalent. In actual 
fact, between the time whean Swedem began its gold exdusion 
policy and December, 1918, wholesale . prices in Sweden rose 125 
per cent, while in the United States iwhkli had the nearest ap- 
proach to the gold standard of any country, prices rose but 
percent.^® . c-f r? 

Of. Feaveaiyear, op. eit., pp. 307-300. For details ef tb& Jellowed ■ 

the British Government in obtaining American securities for use in obtaijiB^' 
doJlar exchange during the period of Araeiisan neutrality, .see McVey, Rraai L., 
Financial History of Great Britain, 190^-1918, 1918, pp. 63-67. . . , ; , . 

i^For a more complete account of due Smdish. geld exciusiom iifejs 
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The Avoidance of Price Inflation 

The objectionable features of price inflation make it highly de- 
sirable that the inflationary results of war finance be minimized 
as far as possible. There are three avenues of approach to this 
problem. The first is the avoidance of an expansion of the means 
of payment. The second is by expanding output of goods 
wherever possible. The third is by outright control of prices. 
We shall examine each of these in' turn. 

The prevention of an expansion in the quantity of money. 
The most obvious way to escape monetary inflation is to avoid 
budgetary deficits by a prompt and drastic program of taxation. 
This, however, is the counsel of perfection which can hardly be 
followed by a government confronted by the gigantic task of 
marshalling its full resources for war. Assuming, then, that a 
government at war is almost certain to depend upon borro'wing 
part of the funds which it needs, are there any ways to prevent 
such borrowing from becoming inflationary? It is possible to 
resort to some form of compulsory saving that wiU enable the 
government to borrow out of the current incomes of its citizens. 
One method is a drastic form of rationing of consumers’ goods. 
This action, practiced in Germany since 1939, frees a large part 
of the consumers’ incomes for investment in government securi- 
ties. Government loans that are subscribed entirely out of in- 
come thus saved are strictly not inflationary. The same result 
may be accomplished in another way without dependence upon 
rationing of consumers’ goods. Income payments might be di- 
verted at the source; that is, part of an individual’s income would 
not be paid in cash, but instead would be transferred directly to 
the government in exchange Iot government bonds, which -would 
go to the individual m Beu of part of his cash income. In this 
manner, ccaisunj^tioa would be curtailed and the remainder of 
the national income would pass directly into the hands of the 
government. The income receiver would receive a claim against 
future taxes in his government bonds. Professor Keynes has ad- 
vocated such a plan. 

In the absence of some such methods as those described above. 


Caai^l, c^VfF^ 58, ‘7^100. states that the Riksbank’s desire to be free 

fTOF the job%atloa to at par arose from a wish to take advantage of the 

pn kflmor.in the. foreign exchange markets to buy gold and foreign ex- 
chiih^ |otw prio^. Another neutral, Spain, also adopted a gold exclusion 
it sttspei^ed free coinage of gold and the purchase of gold by the 
Anderson, op. cit., p. 161. 
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government deficits are almost certain to lead directly to some 
credit expansion. Even so, it is still possible and highly desir- 
able to minimize the inflationary consequence by placing barriers 
in the way of private business inflation. One method of holding 
business investment in check is to maintain interest rates at a 
high level. Thus, new and speculative investment borrowing 
may be kept within due bounds, and some of the extreme, in- 
flationary results of war finance may be avoided. But there are 
serious obstacles in the way of a high discount rate policy at such 
a time. First, the Treasury desires to float a large volume of 
government securities at as low a rate of interest as possible. 
Its influence, therefore, inevitably is thrown on the side of low 
rather than high interest rates. Second, there arises the ques- 
tion of the effect of high rates of interest upon the expansion of 
those industries necessary for the prosecution of the war. Any 
dowing down of necessary industrial effort is clearly undesirable. 
Therefore, however salutary the probable effect of high interest 
rates upon the nonessential industries, there is scant possibility 
of their adoption as a part of wartime policy. Inflation in the 
nonessential industries must therefore be held in check by other 
methods. Such methods include the rationing of capital and of 
materials. So long as the nonessential industries are not per- 
mitted to have access to the capital market or to purchase scarce 
materials needed for e^ential industry, they are not in a position 
to contribute greatly to an inflationary movement. Finally, the 
most important source of wartime inflation is unlikely to .be 
seriously affected by a high interest policy. Whether interest 
costs are high or low, the government demands for borrowed 
funds to prosecute the war must be met. There is little reason 
to believe that voluntary saving will show any very marked re- 
sponse to higher rates of interest. Therefore, the net result of a 
tight money policy is likely to be an increased cost of financing 
the war with little restraint upcm the expansion of money in- 
comes. These considerations explain and to a considerable ex- 
tent seem to justify the coolness of the Administration to general 
credit restriction policies in 1941. 

The second important way to combat price inflation in the face 
of expanding money incomes is to encourage the expansion of 
output. War purchases are aimed at procuring an adequate 
amount of essential equipment and supplies. But there exist 
nximerous restraints upon output which must be thrown off if 
maximum war effort is to be achieved. Among these restraints, 
the more obvious are: (1) control by monopoly which is reluctant 
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to expand its own capacity and prevents other firms from enter- 
ing the field; (2) unnecessary restraints upon the mobility of 
labor, such as extortionate fees for union membership in the face 
of the closed shop; and (3) limitations on hours per week which 
labor may be employed without overtime pay at higher rates, 
which tend to limit the volume of industrial output in areas 
where a genuine labor shortage exists. These limits on working 
hours, imposed by law during depression to compel a spreading 
of work, should be suspended for the duration of the war emer- 
gency. Furthermore, tariffs should be reduced or abolished and 
the importation of goods encouraged wherever any shortage 
threatens. 

Not only must the supply of war materials be increased, but 
also it is essential that consumers’ goods be expanded so far as 
possible without jeopardizing the war effort. Especially is it 
desirable to expand the supply of nondurable goods, such as 
foodstuffs, clothing, and services which do not detract from the 
labor supply of the war industries. Ample supplies of agricul- 
tural products, for example, will go far to hold in check the in- 
creases in living cost. In the case of durable consumer goods, 
the case is different, for the producers of durable goods to a very 
considerable degree compete with war industries for scarce es- 
sential materials and to some extent can be switched into direct 
production of war supplies. Therefore, reduction rather than 
expansion in output of durable consumers’ goods is in order. If 
price control is coupled with material priorities, the reduction in 
output of durable goods will do little harm to the price situation. 
Limiting the available supply of durable goods wiU tend to ex- 
pand voluntary money savings available to the government and 
to some extent will, relieve the necessity of resort to bank credit 
expansion. 

The place of price controls in avoiding inflation. Because of 
the difficulty in imposing sufficient monetary restraints to escape 
inflationary price movements in time of war, direct control of 
prices has a special appeal. The general purposes behind price 
control are several. First, the control of prices of materials 
needed for essential war industries helps to keep down the cost 
of the war. In this way it reduces the size of government deficits 
and the degree of monetary inflation likely to result from these 
deficits. Second, the adoption of price control prevents scarce 
goods from Ewng sharply in price, and thus avoids the necessity 
of so large a volume of borrowing by private business. Here, 
too, a smaller volume of credit inflation results from the impos- 
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ing of price controls. Third, the fixing of maxinaum prices of 
consumers' goods protects the consumer from extortionate 
charges and releases more income for the purchase of government 
securities. Finally, minimum prices are sometimes fixed on cer- 
tain scarce goods whose production may fall below requirements 
unless a sufficiently high price is guaranteed. The fixing of 
wheat prices during the First World War is an example of this. 

The Control of Prices 

The need for price controls arises out of the sharp expansion 
of government war expenditures. The behavior of prices in the 
face of war expenditures is well illustrated by the rise m prices 
which occurred after our entrance into the wax in 1917. For 
example, the index of metals prices rose from 247 in March, 
1917, to 333 in the following July, or 34 per cent in four months. 
The prices of foodstuffs rose over 17 per cent in the same interval 
of time, while wheat alone, which was the subject of acute de- 
mand from abroad, rose 30 per cent.“ Rapid and irregular price 
increases stimulated speculation and encouraged adventurous 
individuals to attempt to get control over stocks of goods and 
necessary industrial enterprises. Orderly business enterprise was 
discouraged. The sharp increases m prices of war supplies that 
followed the impact of large government bu 3 dng tended to in- 
crease the cost of the war unwarrantedly. The rise in the cost 
of food and other necessaries led to hardships upon the working 
population. Without some • restraint upon the movement of 
prices, large windfall profits accrue to those fortunate enough to 
possess stocks of limited goods or facilities to produce scarce 
supplies needed by the government. A few are in a position 
to profit at the expense of the common good. But such “profi- 
teering,” as it is sometimes called, becomes highly unpopular. 
Although some decline in the standard of consumption must be 
imposed by the process of prme inflaticm, public opinion requires 
that an attempt be made to hold prices, in check. 

The economic function of high prices. Rising prices of par- 
ticular commodities for which demand has suddenly expanded 
serve the twofold purpose Of stimulating output and directing 
available supplies to those willing and able to pay the highest 
price and, therefore, supposedly most in need of them. By caus- 
ing an expansion in output, high prices not only encourage the 
utilization of any unused capacity that may be availafole, but 


Baruch, Bernard M, Ameriecen Industry in the War, 1921, pp. 78-71i 
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also will cause some diversion of factors of production from other 
uses, so that the capacity for producing scarce goods will be 
expanded. In spite of this, it is still possible to introduce price 
controls with favorable results. In many instances, the price 
increases that follow a sharp increase in demand due to war needs 
are considerably higher than those needed to furnish the required 
incentive to expand production. To the extent that this is so, 
part of the price increase has no economic justification as a stimu- 
lator of output. Moreover, it is possible to play upon the patri- 
otism of producers and encourage an expansion of output along 
the desired lines without providing excessive profits from 
high prices. Wherever this is possible, it is desirable, in order 
to prevent windfall profits and the inflation of business in- 
comes; 

The war requires that goods be diverted from their ordinary 
peacetime uses to the degree necessary to provide adequate war 
supplies. Were the government to expand its purchasing power 
by taxation alone, the drop in consumer income would be suffi- 
cient force to cause such a diversion. But whenever some infla- 
tion creeps into war financing, it is undesirable that the govern- 
ment be required to bid up prices in order to accomplish the 
diversion. If the price system does not allocate industrial out- 
put, it becomes necessary to introduce another method. Admin- 
istrative action is then required, in the form of priority orders, 
to determine which industrial plants are to receive first claim 
upon the available supplies. In this manner, it is possible to 
make sure that essentid industries are not hampered by shortages 
due to the operation of nonessential industries. 

Price control during 1917-1918. Even before the entry of 
the United States into the war in 1917, the President had been 
empowered by Congress to fix the prices of materials purchased 
for governmefital USe. Under ilie authority of this act, the War 
Industries Board and its subsidiary Price Fixing Committee 
operated to influence the prices of war materials save those of 
foods and coal. After the passage of the Lever Act in August, 
1917, the control of foods was vested in the Food Administration 
and that of fuel in thu Fuel Administration. Where the law did 
not confer authority to fix prices directly, it provided for the 
lieenring of dealers for the purpose of controlling and li m iting 
ppofilt’ inarms 'and of preventing speculative hoarding. Licen- 
sees Fore to, make only reasonable profits. 

Those in charge of the administration of price controls en- 
deavored, where possible, to obtain voluntary eompKanee with 
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their set standards of fair prices. Public opinion was also 
brought to bear where it seemed advisable. To encourage the 
production of wheat, a guaranteed minimum of $2.00 per bushel 
was set, while millers and traders were limited to modest profit 
margins. In the case of a number of foodstuffs, consumption 
was restricted; “wheatless days” and a rigid rationing of sugar 
appeared. The packing industry was placed under license, and 
profits were limited. In the case of coal, prices were fiixed to 
cover what were estimated to be the “bulk line” costs of produc- 
tion, or the marginal costs of the firms producing the bulk of the 
needed output in different areas. Dealers in coal were also 
limited in their profits. When the government was the primary 
purchaser of the thing whose prices were controlled, prices were 
often set by direct negotiation with the producers.” 

In England a somewhat different method was used in respect 
to commodities needed by the government. There the govern- 
ment itself undertook to purchase the raw materials and fixed 
a margin to be paid for each stage of manufacture on the basis 
of actual cost and a fair profit. When raw materials were not 
purchased by the government, negotiations were carried on' with 
trade associations to keep prices reasonable.” 

Results of price control, 1917-1918. The results of attempts 
to control prices were not altogether satisfactory. Many in- 
stances of padding of operating costs and other evasions occurred. 
In the case of coal, prices allowed were inadequate to stimulate 
production, so that the country found itself ■with insufi&cient 
supplies of bituminous coal to care for the needs of the winter 
of 1917-1918. The result was a sharp curtailment in the use of 
coal for general purposes and the shutting down of industry 
when more production was badly needed.^^ In spite of the fail- 
me of control to work perfectly, there is considerable evidence 
that it brought a fair measure of success. The extent to which 
control influenced price movements may be clearly seen by ex- 
amining Table 72 and Qiart 39. 


For detailed studies of price control policies during tbe war, see Hardy, C. 0., 
Wartime Control of Prices, Washington, D. C., Brookkgs Institi^tion, 1940, and- 
Garrett, P. W., Government Control Over Prices, 1920. For criticisms of the 
attempts to control prices, see Clark, Hamilton, and Moulton, Readings in the 
Economics of War, 1918, pp. 455-461, and. Litman, Simon, Prices and Price Con^ 
irol in Great Britain and the United States During the World War, 1920, pp. 
160-167. 

Lloyd, E. M. H., Experiments in State Control, New; York, Oxford University 
Press, 1924. 


17 Litman, op. dt., Chapter 7. 
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Chaet 39. Movements of Controlled and Uncontrolled Wholesale Prices in 
THE United States. Average prices, August, 1916 to July, 1917 = 100. 

TABLE 72 


Movement of Controlled and Uncontrolled Wholesale Prices in thb 
United States * 



(Average prices August, 1916 to July 

1917 = 100) 



Controlled 

Uncontrolled 


Controlled 

Uncontrolled 


Prices 

Prices 


Prices 

Prices 

1916: 



1917: 



August .... 

74 

83 

September 

111 

121 

September 

77 

86 

October . . 

103 

125 

October . . 

83 

88 

November 

104 

127 

November 

91 

93 

December 

104 

126 

December 

96 

93 

« 






1918: 



1917: 



January .. 

106 

128 

January . . 

98 

96 

February . 

107 

129 

February . 

99 

'101 

March . . . 

107 

129 

March .... 

103 

103 

April 

108 

133 

April 

111 

110 

May 

109 

133 

May 

112 

113 

June 

109 

135 

June 

123 

116 

July 

111 

140 

July 

123 

117 

August . . . 

110 

145 

August ... 

119 

118 

September 

112 

151 


♦Litman, Simon, Prices oTkJ Price Control in Qreat Britain and the United States 
During the ‘World War, 19^, p. 187, Quoted from the buUetlH of the War Industries 
Board, Fluctuations m Controlled and Uncontrolled Prices^ p. 8. The controlled price 
index was constructed from prices of 78 commodities that had been placed under control 
hy September, 1918, The uncontrolled price index included prices of 193 commodities. 

Price control was generally begun about August, 1917. Be- 
tween August. 1916. and August, 1917, before price control was 



676 


WAR AND PRICES 


instituted, prices of commodities subsequently to be placed under 
control rose 60 per cent, while the uncontrolled list rose 42 per 
cent. Between August, 1917, when control was instituted, and 
October, 1917, controlled prices fell 13 per cent and, although 
they later advanced moderately, in September, 1918, they were 
still over 5 per cent lower than in August, 1917. In contrast, the 
uncontrolled prices continued to rise. Between August and Oc- 
tober, 1917, while controlled prices were falling 13 per cent, 
uncontrolled prices rose nearly 6 per cent, and by September, 
1918, had risen 28 per cent over the figure for August, 1917. Of 
course, it would be foolish to deny that other factors might have 
intervened to check the rapid increase in prices. However, there 
is a prima facie case for the statement that control did modify 
the movement of prices very substantially. The influence, more- 
over, was not entirely limited to controlled prices, for the uncon- 
trolled ^owed a much more modest rate of growth after control 
was instituted. This result is more surprising if we examine the 
limited coverage of price controls as they operated in September, 
1918. 


TABLE 73 


IsUMBEaB AND ImPOETANCB OF CONTROLLED AND UnCX)NTROLLED COMMODITIES AS OF 

September, 1018* 

Number of Commodities Relative Importance 


Con- 

tTolled 


All Commodities 78 

Farm Products 8 

Food, etc 10 

• Cloths Slid Clothing 18 

Fuel and Lighting t . . . 8 

Metals and Metal Products 19 

Lumbm* and Building Materials. . 9 

Drugs and Chemicals’ 2 

House Furnishings 0 

Miscellaneous 4 


♦Litanan, Simon, Prices an$ Price 
Durinff the "World TFor, 1920, p. Quot( 
in Controlled and VtvcontrolUd Prioea, p. 3. 


I/nco??- 

Con- 

Uncon- 

troUed 

trolled 

trolled 

193 

39.70% 

61.30% 

22 

18.04 

81.96 

77 

2822 

71.78 

34 

41.35 

58.65 

6 

66.44 

36.56 

6 

8323 

16.17 

21 

55.71 

4429 

7 - 

7.95 

92.05 

5 


100.00 

15 

17.40 

82.60 


in Qriat Britain <m’d the United Steves 
from War Industries Board, Fluctuations 


One may conclude that, with control instituted over the prices 
of commoities that felt the impact of war purchases, the infla- 
tionary pressure felt by consumers’ goods and nonessentiai goods 
was decidedly reduced. The damping effects of control resulted 
in limiting the increase in the all-commodities wholesale price 
index to slightly less than 10 per cent during the 
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period August, 1917, to August, 1918, as compared to an increase 
of over 22 per cent in the 7 months preceding price control. 

The problem of price control, after 1940. The defense pro- 
gram, with its vast expansion of governmental expenditures, 
which got under way in 1940-1941, plus the production of lease- 
lend exports, again placed the problem of control of prices 
squarely before the American public. Powerful inflationary in- 
fluences were released ’by this program. For the fiscal year 1941, 
Ihe Federal deficit amounted to 5 billion dollars, while the esti- 
mated deficit for the fiscal year 1942 was expected to be at least 
12 billion dollars. The outbreak of war with Japan on December 
7, 1941, and the entry of the United States into the world conflict 
vastly increased the need for government expenditures. AU 
estimates of governmental deficits were sharply raised. With 
the announcement that annual government spending might ex- 
ceed 50 billion dollars, the annual deficit was expected to reach 
30 billion dollars. Late in 1941, approsdmately one-third of the 
outstanding Federal debt was in the hands of the commercial 
banks. If a similar fraction of the estimated deficit should go to 
the commercial banks, it would involve an annual expansion in 
bank credit of over 10 biUion dollars. Meanwhile, private busi- 
ness firms expanded their commercial borrowing at banks under 
the pressure for funds to carry out defense orders. At the same 
time, the banking system was holding excess reserves of approxi- 
mately 4 billion dollars after re^rve requirements were raised to 
the maximum allowed by law. Thb constituted a continuous in- 
vitation to credit inflation. The Federal reserve banks, therefore, 
were out of contact with the money market and unable, if they 
desired, to impose a tight money policy upon the banking system. 
But even though it had been possible to impose a tight money 
policy at this time, such a policy would have been opposed on 
the grounds that it would tend to increase costs of government 
borrowing without restricting die vcdume of such borrowing. 
True, higher interest rat^ might be expected to increase some- 
what the volume of voluntary saying, but it is unlikely that such 
saving would be substantial enough to reduce the necessity of 
government borrowing at the banks by an appreciable amount. 

Two methods of price control have been advocated. One, ad- 
vanced by Bernard Barudi, who had mudi •experience with price 
conhrtfl during 1917t1918j would impose a universal price “cell- 
ing” r^op all prices I as (4 some chosen date.^® This method has 


Tc^hing the^ Rrgfits Ovt of Fan 
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the appeal of seeming fair to everyone and pronoising the most 
effective results. After the order to freeze all prices is in effect, 
adjustments upward and downward of individual prices would 
be permitted upon the consent of the price-fixing authority. 
This adjustment would be required to meet the varying situations 
which might appear in different industries and to correct injus- 
tices that might exist when the freezing order was put into effect. 
Such a plan has the further appeal that it would prevent the 
development of rising spirals of prices based upon increases in 
prices not under control. Criticisms of the plan to impose a 
general ceiling upon all prices are based upon several grounds. 
First, because of the wide coverage, the problem of administra- 
tion would be exceedingly difficult. For many commodities, 
price quotations are difficult to get, and it is impossible to know 
the level of prices charged in a market at the time fixed for 
freezing of prices. The unstandardized nature of some com- 
modities complicates the problem of price control, while the 
prices of contractors’ services and wage rates obviously present 
difficulties. Eevisions of price ceilings would require a tremen- 
dous expenditure of time and energy by the price administration. 
Because, price ceilings call for allocation of commodities when- 
ever a shortage appears, a general price ceilmg would shortly put 
the government in the position of having to handle the allocation 
of everything, truly a tremendous task exceeding the talents of 
any price administration. Finally, enforcement of such a system 
of price ceilings would almost inevitably break down because of 
the multitude of individuals who would have to be policed.^® 

In contrast to the universal ceiling plan of price control is 
what inay be called “selective” control of prices. Such a system 
would make no attempt to place all prices under control, but 
instead would be based upon the control of certaili judiciously 
selected commodities. Commodities whose prices would be 
placed under control are those most exposed to the pressure of 
wartime spending and whose prices bear a significant causal 
relation to the prices of other commodities. In this manner, it 
is possible to bring effective control to bear upon the general 
level of prices without requiring detailed supervision over the 
whole range of commodities. This plan has the further advan- 
tage of retaining price flexibility among a large number of com- 
modities, thus permitting economic forces rather than adminis- 
trative order to regulate the flow of commodities into different 

Cf. Hardy, C. Q., Wartime Control of Prices, 1940, Chapter VT. 
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uses. Moreover, the experiences of the 1917-1918 period indi- 
cate that a system of selective price control can be made to work 
with reasonable success. 

Postwar Price Movements 

The end of the First World War, in 1918, was no exception to 
the general rule that the termination of hostilities is a signal for 
a general decline in prices. Between November, 1918, and Feb- 
ruary, 1919, the wholesale price index in the United States de- 
clined from 206 to 197. But this decline was short-lived. In 
March, 1919, prices began another upward swing, which con- 
tinued until May, 1920, when the wholesale price index reached 
247. Similar price movements occurred in most of the other 
industrial countries of the world. 

The causes of the postwar inflation. The reason for the up- 
surge of prices after the momentary post- Armistice decline is to 
be found in large measure in the continuation of budgetary defi- 
cits in the countries that had so lately ceased fightiag. Demobi- 
lization of armies of such proportions was necessarily slow. 
Many commitments made before the Armistice had to be carried 
out. The United States Government floated a $4,500,000,000 
Victory Bond issue during the first six months of 1919, and con- 
tinued to borrow additional amounts during the latter part of 
the year. Easy money prevailed in the money markets. The 
Federal reserve banks re^scounted war paper freely at rates of 
less than 4 per cent. It was not until November, 1919, that the 
rediscount rate on war paper was raised by % of 1 per cent, 
bringing the rate to 4% per cent. Added to the inflationary 
effects of government borrowing and easy money were the short- 
age of commodities, the release of price controls, and the reaction 
from the restraints and self-denials of the war, all of which con- 
spired to generate a commodity price boom of startling propor- 
tions.^” 

Out of the rise in prices primarily due to the continuation of 
government spending, there emerged a cyclical inflation. Dur- 
ing the 16 months following February, 1919, wholesale prices 
rose 38 per cent in the United States. During the same period, 
prices rose 46 per cent in England, 60 per cent in France, and 
about 20 per cent in neuiral Sweden. The price boom reached 
its peak about the poiddle of 1920. To the economic strains and 

Por an excellent account of the relation of mr to price movements, see Edie, 
Lionel D., Money, Bank Credit, and Prices, New York, Harper & Bros., 1928, 
Chapters XTV and XV. Also see Cassel, op. dt., pp. 187-202. 
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maladjustments that had developed within the economic system, 
there was added the pressure of credit restriction. Finally, 
though belatedly, the central banks began to apply pressure in 
the form of higher discount rates. The Bank of England raised 
its rate to 6 per cent in November, 1919, apd to 7 per cent in 
April, 1920. The Bank of France raised its rate from 5 per cent 
to 6 per cent in April, 1920. Having nearly reached the limits 
of its gold reserves, our Federal Reserve System raised the 
rediscount rate to 7 per cent.' 



Chabt 40. Whoijsale pRic® Movements, 191^1922. 1913 = 100. Sourco: 

Annual R^fort of the Federal Reserve Board, 1926, p. 202. 

The drop in prices after the middle of 1920 was severe, but 
short. Between May and December, 1920, wholesale prices in 
the United States declined 33 *per cent. A year later, they had 
declined to 140, which was the turning point from which a cycli- 
cal improvement began. In Greai Britain, prices declined from 
a peak of 336 in Ai^il, 1920, to 257 in December, and continued 
down to 170 in December, 1921. Similar movements occurred 
in France, Germany, Itajy, Sweden, the Netherlands, Norway, 
and Denmark. 



Chapter XLIII 

RESUMPTION OF THE GOLD STANDARD 
AFTER THE FIRST WORLD WAR 

I NCONVERTIBLE paper currency was one of the heritages 
of the postwar world of the early 1920’s, The gold standard 
had been abandoned by belligerents and neutrals alike. Even 
the United States, with its augmented gold supplies, prohibited 
gold exports except under license during its participation in the 
war. The abandonment of gold did not mean that the banking 
systems of Europe were divested of their gold reserves. On the 
contrary, in spite of the fact that over $1,000,000,000 was sent to 
the United States, the gold reserves of European central banks 
were greater at the end of the war than at its beginning. This 
was possible because of the substitution of paper currency for 
gold in circulation. The care with which gold reserves were 
husbanded during the war is indicative of the esteem in which 
gold was still held. Substantial gold reserves were believed to 
help maintain public confidence in the currency even though the 
currency was inconvertible. It is not surprising, therefore, that 
the return to the gold standard occupied a central place among 
the monetary questions of the postwar years. The extreme infla- 
tion that occurred in Austria, Germany, and France after the war 
served still more to emphasize in the popular mind the desir- 
ability of seeking monetary stability in a return to gold. 

Objections to a retttm to gold after the First World War. 
In ^ite of the widespread approval of a return to the gold stand- 
ard after the First World War, there was some criticism of such 
a policy. Two years, before England’s return to gold in 1925, 
the eminent English economist, J. M. Keynes, argued that the 
dewability of restoration of the gold standard was by no means 
clear. Although thfe gold standard could provide stability of 
exchanges; it was ufilikely to provide internal price stability. 

All unstable external price level, under the gold standard, would 
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require instability of internal prices as well. If obtainable, stable 
internal prices seemed to him more desirable, even in a trading 
country such as England, than stable exchanges and unstable 
priees.*^ 

Deflation versus Devaluation as a Means of Re-establishing the 

Gold Standard 

In the absence of the leveling effect of the gold standard, prices 
during the war rose unequally within the various countries. This 
inequality in the levels of prices in different countries persisted 
during the boom and subsequent collapse that took place in 
1919-1921. By the end of 1922, the depression had worked it- 
self out and a widespread improvement in world business condi- 
tions was under way. At this time, the United States alone 
maintained its currency on a gold basis. The immense impor- 
tance of the United States in world trade and its tremendous 
financial and economic power made it necessary that other coun- 
tries desiring to return to gold adopt a gold parity that would 
give them an equilibrium exchange rate in terms of the dollar. 
It was particularly important that “overvaluation" of the cur- 
rency on the foreign exclianges be avoided. Otherwise, an ad- 
verse balance of payments would compel internal deflation and 
depression. During the early 1920’s, the price level in the 
Urdted States, as represented by the wholesale price index, was 
somewhat lower than prices elsewhere. 

A country whose paper price level has risen substantially above 
prices in gold standard countries is confronted with two choices 
when it wishes to return to the gold standard. First, it may 
resume gold payments by converting its paper currency into gold 
:at the pre-inflation rate. This choice, however, requires that 
prioes be reduced sufficiently to m^e the new gold parity the 
equUibrkim rate. ' Untfl such a price reduction occurs, the cur- 
rency is overvalue in foreign archange market, exports 1^- 
guish, imports expand,' and domestic industry is exposed to the 
depressive effects of plainly l(^8eable ^diolin^ prices. Ihus, 
through depr^on of domestic industry^ tbe ]^iee readjustment 
required by the return to the old gold parity ^ may be ^dm- 

^Keyrkes, J. M., Monetary' ^eform^ New York, Hai^coiai^ 1924, 
pp.i67~m ! J i I , . . * 

The genera} of tiie Yelalatfe desirabiEty of gcSd ancf pi»e pap6r htir- 

rencies will ex^mmed m naore detail in dieter XI/VIL For la dds^aission oi the 
dehofte in England on the advisability of a retm^ ^ ^e gold s^ndard^ 

Wm. England and the ^ew Gold Standard, New Haven^ Y4.1e TJmveraty 
JPrees, 1^; X. ’ ‘ 1 ' ‘ ^ ^ 
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plished. The process will probably require restriction of credit 
by the central bank to hasten the process and to protect the 
country’s gold reserves from an adverse balance of payments. 
The alternative procedure in returning to the gold standard is to 
recognize the fact that, at the new high level of prices, the equi- 
librium rate of exchange requires that the domestic currency 
be worth less in terms of gold currencies than before the inflation 
took place. If deflation is to be avoided, the gold content or 
value of the currency must be reduced by an appropriate amount 
to make the new gold parity correspond to the true equilibrium 
exchange rate. If “devaluation” is thus resorted to, a return to 
gold can be accomplished without deflation of the price level. 
The choice, therefore, is between “deflation” and “devaluation.” 

The case for devaluation. The relative merits of each course 
depends upon a number of considerations. If the inflation has 
been large, so that a return to gold will require, heavy deflation 
of domestic prices, devaluation appears to be the better choice. 
This was the situation, for example, that confronted France in 
1926, when its price index stood at about 700 (1913=^100), 
while prices in the United States and England stood at about 150. 
The practical impossibility of deflating the French pice level 
suflSciently to permit its return to the old gold franc is easily 
seen. Vastly more impossible would have been such an action 
in Germany in 1923. - 

The case for deflation. Arguments are not entirely lacking 
for a return to the gold standard by means of deflation of prices 
to a level corresponding to gold price levels abroad. For ex- 
ample, it is sometimes .claimed that justice to the creditor class 
requires deflation in order to restore part, at least, of pur- 
chasing power lost throi^ the preceding inflation. Further, a 
restoratiw of, a currency to its old gold value is advisable as a 
means of increasing a country’s flnaneial prestige. In postwar 
England, the, argument was ^vanped that falling prices would 
benefit labor by decrea^g the cost of living, and, in addition, 
^yopld reduce the burden of paying foreign debts. None of these 
arguments is very eonvineing. The rights of pre-inflation eredi- 
tom to restc^ation ito ihw previous petition by deflation is quite 
c^ercoipe .the di^Vautages that deflation would heap upon 
the much m<He numerous debtor class that appeared during the 
war. The question of finaneial prestige seems to depend meue 
Upon tjmrency behavior rather than upon any long-run 

a^^ei^ce, to ,a paijticular gold parity. FmaUy, a coimtry’s eco- 
nomic well-heing, and hence its ability to pay foreign debts, and 
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the real income of its laborers are more likely to be enhanced by 
stable prices than by deflation.® 

If domestic prices in the paper standard country have already 
declined to a point not greatly in excess of prices within the gold 
standard countries, it may seem worth while to risk the modest 
deflation incident^ to a return to the old pre-inflation gold 
parity. The prestige and psychological value of a return to the 
old gold parity may be considered sufficiently large to offset the 
losses attending deflation. During 1922 and 1923, the British 
wholesale price index was little if any above that of the United 
States, a fact that must have encouraged the later return of Eng- 
land to the old gold parity. 

The Stabilization of the German Currency 

Postwar inflation and the reparations. The tremendous prob- 
lem of reparations confronted the weak and inexperienced Ger- 
man Republic that was created at the end of the war. Between 
1919 and 1923, the governmental receipts averaged only 25 per 
cent of the expenditures, with the difference made up by short- 
term borrowing from the Reichsbank.® By June, 1923, the gov- 
ernment’s floating debt stood at 10,275 billion marks.* The 
vicious circle of exchange depreciation, rising prices, budgetary 
deficits, and currency inflation which arose out of the reparations 
transfers has already been examined in Chapter XXXIX. 

Late in 1923, the currency situation became intolerable. Con- 
fidence in the paper mark was so completely destroyed that it 
was no longer used as a standard of value. Instead, prices of 
aHr.gocds came to be calculated in terms of stable foreign curren- 
cies, the price in marks computed at the rate of exchange 
ruling at the moment. Both the flight of capital and the sale 
of marks to thtain foreign exchange for reparations depressed 
the exchange value of the mark still farther. Prices rose cor- 
respondingly, while currency in circulation lagged behind. Ulti- 
mately the ^rman public came to refuse altogether to accept 
the paper mark, and barter and foreign currencies were made 
the basis of the highly dislocated domestic trade. 

The Rentenmark. With the currency situation desperate, 
drastic measures were required to accomplish the lieeded reform. 

^ Cf . Ke 3 mes, Monetary Reform, pf). 1^166. 

®Aiigell, James W., The Recovery of Germany, New Havea, Yale TJmverdty 
Press, 1932, p. 29. 

^ Jack, op, dt., p. 95. Billion k used here in the American seinss^ of bne thou- 
eand million. 
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Without outside help, and while the Euhr was still occupied, the 
German Government took the necessary steps to establish a 
sound currency. On October 15, 1923, a decree established a new 
Rentenbank, which had power to issue a limited volume of new 
notes called Rentenmarks. The new bank had a capital of 3,209 
million marks raised by compulsory contributions of business and 
industry. These contributions were in the form of mortgages or 
bonds equal to 4 per cent of the value of the property pledged 
as security. On the basis of these securities, the Rentenbank 
issued 5 per cent gold mortgage bonds, in which the new Renten- 
marks were made redeemable. The Rentenmark was made equal 
to the gold mark ($.238 in old gold dollars), and the old paper 
marks were made convertible into the Rentenmarks at the rate 
of 1 trillion to one, which corresponded to the foreign exchange 
value of the paper mark on November 20, when the conversion 
became effective. The tax system was reorganized on a gold 
mark basis in December, and the budget reached a balance by 
March, 1924. The Dawes plan, calling for a modification in 
reparations payments and a foreign loan, removed the pressure 
on the exchange value of the mark by requiring the German 
Government to accumulate reparations installments within Ger- 
many, with the burden of transferring the pa 3 anent out of Ger- 
many without depressing the mark placed upon the Reparations 
Commission. 

The Reichsbank was reorganized, with power to issue notes 
against gold, foreign exchange, and short-term commercial paper. 
These notes were made legal tender and redeemable at the bank’s 
option in gold coin or bullion and in drafts on foreign countries. 
Its legal reserve against notes was fixed at 40 per cent m gold 
or in gold deposits abroad. The new Reichsmarks replaced the 
Rentenmarks. 

The Stabilization of the French Franc 

Inflation after the war. After the First World War, France 
was confronted with the difficult problem of carrying out a large- 
scale reconstruction program to repair the ravages of the war. 
It was hoped at the time that a sufficient volume of reparations 
eventually would be forthcoming from Germany to meet the ex- 
penses of the reconstruction. This encouraged the financing of 
the program by borrowing rather than by taxation. Between 
1919 and 1924, the governmental deficit was 171,800 million 
francs, a substantial part of which was made up by borrowing at 
the Bank of France, with direct inflationary results. At the be- 
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ginning of the year 1926, the advances of the Bank of France to 
the government amounted to about 36,000 million francs, or 
nearly three times as much as at the beginning of 1918.® A 
weak spot in the debt structure that survived the end of the 
war were the bom de la defense nationale, which amounted to 
46,000 million francs at the beginning of 1926. These were 
short-term issues that matured in substantial volume each month 
and constituted a continuous threat to the government finances, 
A loss of confidence in’ these securities and a failure of their 
holders to reinvest in new issues on the maturity of the old com- 
pelled the government to seek other sources of funds.® 

The exchange value of the franc declined, first as a result of 
internal depreciation which accompanied inflation, and later as 
a result of a flight of capital induced by speculative considera- 
tions. In this later stage, the- exchanges depreciated ahead of 
the internal price and currency movements. Exchange on New 
York was selling at 13.7 francs per dollar at the end of December, 
1922. On July, 20, 1926, the franc had fallen to a low of 49.2 
francs per dollar.^ 

De facto staMization. The extraordinarily weak position of 
the French budget in 1924-1926 made for serious difficulty in 
stahiiizing the external and internal value of the franc. Until 
a balanced budget became a possibility, the threat of internal 
inflation, with its accompanying flight of capital, could not be 
dispelled. But a tax program sufficiently severe to insure a 
balanced budget constituted a political probl^ of Ike first mag- 
lutude. Moreover, a funding of the existing mass of short-term 
obligations was needed to reduce threat to the budget from 
that quarter. Further, the rentier class, which had suffered 
heavy io^s during the inflation,, objected to stabilization at the 
existing stage of depreciation, preferring, quite naturally, a low- 
ered price level.® 

The strong poation taken by Pcuneare when he became pre- 
mier m July, 1926, broui^t about a macJred Mprevernent in the 
monetary situation of France. Taxes were ^ incareased and the 
budget was brought into balance. The amortization of the 
short-term debt was begun. The Bank of France was able to 
add substantially to its supply of gold and silver throu^ its 

5 Jack, 115-117. ' it 

^DuU^, Eleanop, The French, New, Y^rk^ ,Tke 

Co., 19^, pp. 18^186. ^ ; 

^ Dulles, op. cit, p, 477. ' ’ ' , ‘ \ ^ 

sDuHes, op^ ciL, pp. 412-413. . ‘ ‘ ^ ^ i H 
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authority to purchase such metals at a premium corresponding 
to their current value. Under the beneficent infiuence of the 
Poincare government, the franc rose from a low in July, 1926, 
of 2.03 cents to about 4 cents in the following December. The 
appreciation of the exchange value of the franc following the 
crisis of July, 1926, was accompanied by a sharp decline in prices. 
The wholesale price index feU from 854 in July to 641 in De- 
cember of the same year, accompanied by a slowing up of busi- 
ness activity. But most important was the sharp reversal in the 
flight from the franc.® The appreciating franc led to a repatria- 
tion of capital in large volume, and the Bank of France was able 
to purchase large reserves of foreign exchange in return for its 
own note issue. 

The undervaluation Of the franc. After the de facto stabiliza- 
tion of the franc in 1926, its exchange value fluctuated within 
narrow limits about a value of approximately 4 cents. The free 
purchase of foreign exchange by the Bank of France prevented 
still further appreciation in the franc’s value. It was not until 
June 25, 1928, that the franc was legally stabilized in terms of 
gold by giving it a statutory value of 3.93 cents. The old rule, 
fixing a maximum for the note issue of the Bank of France, was 
removed and the requirement of a 35 per cent gold reserve e^ainst 
deposits and notes substituted. Redemption of notes mi^t be 
in gold bullion or coin at the option of the bsnk.^® 

The stabilization of the franc at 3.93 cents appears to have 
rmdervalued the franc somewhat. Two indications point to this 
conclusion. First, the calculated purchasing power parity rate 
was somewhat higher than 3.93 cents. In August, 1927, the 
calculated rate based upon relative price levels was 4.5 cents, 
indicating an undervaluation of about 14 per cent. The unre- 
liability of such calculations, however, leads one to view with 
su^ieion «)nclasions based thereon. Fortunately, there is cor- 
roborating evidence to be had in the appearance of an unusually 
flavorable balance of trade after stab^ation.^"- 

Retum to Gold in- 1925 

After the eoHaiise of 'the |)OBtwar boom in 1920, the English 
]?riiolesale price’ leyet was stabilized at a point roughly 50 per 
cent above the pre#at; level. ’ 'On May 13, 1925, England re- 


® Dulle3> op. p. 510. 

Eeserm 'B&Meiin, 1028, pp. 570-^75. 
Dulles, op. dt., pp, 527 and 535. 
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The Return to the Gold Standard in Other Countries 

By 1929, many of the smaller countries which' abandoned gold 
during the war had restored some form of the gold standard. 
Austria stabilized its currency in 1922 and established the gold 
exchange standard. Sweden restored its currency to its old gold 
parity in 1924. It was followed in 1925 by Australia, New Zea- 
Imid, the Netherlands, the Dutch East Indies, and South Africa. 
Belgium restored the gold standard in 1926, when it established a 
new gold monetary unit called the belga.^ Italy returned to gold 
by the devaluation route in 1927, and Denmark restored its gold 
currency the same year. Norway re-established the gold stand- 
ard in 1928, followed by Czechoslovakia in 1929. 


there was, moreover, a marked difference between the behavior of costs in the 
so-called sheltered and unsheltered industries. But the return to gold in 1925 
itself required the reduction of sterling prices and, consequently, of money costs 
of production to an extent which is variously estimated. At any rate, the actual 
situation which was disclosed in the years following the return to gold marks 
that step as the beginning of a new series of difficulties for our trade and industry. 
Whatever the disequilibrium between costs and prices which still existed in 1924, 
it was seriously accentuated by the adjustment of sterling prices to gold prices. 
If gold prices had continued to rise, as they had been rising just previously, those 
difficulties would have largely vanished; as it was, gold prices fell and the hopes 
then entertaiaed in that respect were drsappointed.” 

For an impartial discussion of the question of whether or not the pound .be- 
came overvalued on the return to gold in 1925, and a consideration of the diffi- 
culties which confronted the British export trade, see Gregory, T. E., The Gold 
Stmdard and its Ftiitfre, New York, E. P. Dutton, & Co., 1932, pp. 42-^. 




Chaptee XLIV 

THE ADEQUACY OF THE GOLD SUPPLY 

W ITHOUT question there is some relation between the sup- 
ply of gold and the general level of prices in a gold standard 
world. Whether one accepts the comniodity theory or the quan- 
tity theory of money, an increase in the supply of monetary gold, 
relative to the volume of production and trade, will tend to cause 
a long-run increase in prices. A relative shortage in the mone- 
tary gold supply, on the other hand, will result in falling prices.^ 
Anyone concerned with the consequences of secular price trends 
in a gold standard world, therefore, cannot be indifferent to the 
question of the relative gold supply. 

The return to the gold standard by all of the important in- 
dustrial countries of the world after the First Wcffld Wat raised 
the question of whether or not the monetary gold supply was 
adequate to support the existing price level. In 1925, when 
England returned to gold, wholesale prices in the' United States 
stood at a level approximately 50 per cent above the 1913 level. 
Could this price level, which might be taken as representative of 
gold prices in the world at large, be maintained in the face of 
the rising gold requirements of countries newly rerturning to the 
gold standard? The seriousn^ of this question was recognized 
in the Report of the Financial Commission of the Genoa Con- 
ference of 1922, which advocated (1) the return to gold, with 
the aid of outside loams to Weaker countries where necessary, (2) 
an international convention to “centralize and co-ordinate the de- 
mand for gold” so as to jaevent the undesirable effects on prices 
that might r^ult from competition of countries for gold reserves, 
ai^ (3) the use of the gold exchange standard or an international 
clearing system as a means, of eeonomizing the use of gold.^ Fur- 

1 For a detailed survey of the relation of the long-run or secular trend of prices 
to the supply of money metals, see Edie, Lionel D., Money, Credit, and Prices, 
New York, Harper & Bros., Chapters X and XI. 

^MiDs, J. Saxon, The Genoa Conference, Appendix V, pp. 361-365* 
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ther evidence of the serious interest in the question of the gold 
supply during the relatively stable price period of the 1920’s is 
seen in the action of the Financial Committee of the League of 
Nations, which appointed a Gold Delegation early in 1929 to 
“examine into and report upon the causes of fluctuations in the 
purchasing power of gold and their effect upon the economic life 
of the nations.” 

Basically, the interest in the sufficiency of the gold supply goes 
back to the belief, widely held, that the long-run trend of 
prices is of great importance in determining economic well-being. 
More particularly, it is believed that a long-run declining level of 
prices is detrimental because it tends to result in longer periods 
of depression and shorter periods of prosperity than occur under 
stable or riring prices. If this positive relation between falling 
prices and the length of depressions is a real one, then it is vitally 
important that we know something about the probable trend so 
that appropriate measures may be taken to guard against unde- 
sirable results. We have already had occasion to examine the 
validity of the assumption that falling prices promote depressions 
when we considered ffie effects of price changes in Chapter XXX. 
Kegardless of any doubts that may be raised about the belief that 
long-run falling prices are undesirable, the relation between the 
monetary gold supply and the price level is worthy of study in 
connection with any discussion having to do with the future of 
the gold standard. 

The Gold Required for Long-Run Price Stability 

Estimates of the secular trend of production and trade. One 
method of estimating the gold supply needed to provide long-run 
price stability is based upon a calculation of the secular trend of 
growth of world production and trade. To this may be applied 
the familiar equation of exchange, MV = PT, which indicates 
that, if V is stable, long-run stable prices require that ilf should 
increase just as fast as T — Whence the importance of calculating 
the normal trend of T. Professor R. A. Lehfeldt estimated the 
annual rate of growth of world production at about 3 per cent. 
Allowing for a long-run growth in the use of paper and credit 
substitutes for gold, he estimated that the supply of monetary 
gold ought to increase at the rate of about 2^ per cent per year 
. in order to offset the increase in production and trade and to' pro- 
vide long-run price stability.® 


’ Gold, Prices, and the Witwatersrand, 1919, pp. 30-34. 
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The supply of gold required for secular price stability: Cas* 
sel’s calcination. Cassel attempted to measure the quantity of 
gold required to provide long-run price stability by discovering 
the annual rate of increase in the gold supply that had sufficed in 
the past to maintain a given level of prices. He chose the dates 
1850 and 1910 as a basis for his calculation, because at these two 
dates, as well as in the intervening year of 1887, Sauerbeck’s index 
of English wholesale prices stood at the same level. He reasoned 
that, since the gold supply in existence at those two dates was 
presumably sufficient to maintain that level of prices, the rate 
of increase in gold between those dates must have been equal to 
the secular increase in the need for gold. Therefore, a computa- 
tion of the annual rate of increase in the gold supply between 
those dates ought to indicate the annual rate of increase needed 
to provide long-run price stability.* 

Beginning with an estimate of the total world’s gold stocks 
as of 1850, Cassel computed the total gold stock in 1910 by add- 
ing to the 1850 estimate the annual production minus .2 per cent 
of the total stock for annual wear and wastage. The compoimd 
annual rate of increase in the world’s gold stock during the 1850- 
1910 period averaged 2.79 per cent. Thus, he concluded that it 
would have been necessary for the total gold supply of the world 
to increase by about 2.8 per cent each year during the 1850-1910 
period in oyder to maintain a stable level of prices. Actually, of 
course, the increase was irregular and was accompanied by fluc- 
tuations of prices. Allowing .2 per cent for waste and other loss, 
he concluded that, if the annual production of gold amounted 
to 3 per cent of the total stock of gold, long-run price stability 
would result. To test his conclusions, he compared the actual 
output of gold with the amount required to represent an annual 
increase of 2.79 per cent. He compared the fluctuations in 
wholesale prices with the ratio of the actual gold output to the 
computed “normal,” and found (1) that “annual variations of 
the general price level have no connections at ah with the supply 
of gold” and (2) that “secular variations of the general price 
level corre^ond closely with the contemporary variations of the 
relative stock of gold.” ® He further concluded that this “nor- 
mal” rate of increase in gold, using “normal” to mean the amount 
needed to give stable prices, corresponds to the secular trend of 

^ Cassel, Gustav, Theory of Social Economy, New York, Harcourt Brace Co., 
1924, pp. 441-464. Also see kis ‘‘Supply of Gold,'* in the League of Nationa, 
Interim Report of the Gold Delegation, 1930. 

5 Interim Report, p. 73. 
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economic progress. But the fact that the secular price level was 
above the relative stock of gold from 1850 to 1880 and below it 
from 1880 to 1900 indicates to him that the secular trend of eco- 
nomic progress was not uniform. Further, he believes that the 
decline in prices below the relative gold supply in the period of 
1880-1900 was in part due to the abandonment of bimetallism 
and the adoption of the gold standard by important European 
countries during that interval, and also to the heavy demand for 
gold in the United States following the resumption of specie pay- 
ments in 1879.* Graphic portrayal of Cassel’s findings appears 
in Chart 41. 



Chajet 4i. Relation of the Relative Gold Supply and the General Level op 
Prices. Source: Interim Report of the Gold Delegation, The League of Nations, 
1930. 


Some criticisms of Cassel’s estimate of the “normal” gold 
supply. A number of criticisms have been made of CasseFs con- 
clusions in respect to the normal gold supply required to provide 
stable pric^. First, there is the question as to whetW the 
wholesale price index upon which Cassel based his calculation is 
su^iciently representative .of the whole price structure , to be-, of 
any real significance as a measure of desirable price stability. 


*lhid., pp. 74-75. 
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The dispersion among the various price indexes indicates that 
this is no idle question. At best, Cassel’s findings relate only to 
the stability of wholesale prices. Second, his choice of the years 
1850 and 1910 as years with the same price levels has been criti- 
cized. Because Cassel’s calculations necessarily deal with the 
trends of prices rather than with the prices of any particular year 
or years, care must be taken to find dates for which the trend 
prices are the same. But the prices that Cassel uses as repre- 
sentative of the years 1850 and 1910 are the averages of prices for 
the years 1848-1851 and 1908-1911, respectively, rather than the 
trend value of wholesale prices for those years. The trend price 
for 1850 has been estimated at 84 instead of the 76 that- Cassel 
found by averaging the actual prices for the years 1848-1851. 
The trend price for 1910 has been estimated at 79 instead of the 
76 that was the average of actual prices for the years 1908-1911.'^ 
Furthermore, because gold output admittedly does not affect 
prices unme^tely, but only after an unknown time lag, the 
validity of comparing price behavior with the changes in output 
of gold during any particular period may be seriously questioned. 
Yet another objection to Cassel’s estimate rests upon his use of 
the total world gold supply instead of the monetary supply. To 
the degree that the various non-monetary uses of gold fail to 
leave a fixed proportion of new gold available for monetary u^s, 
the correctness of his estimate is lessened. 

Finally, the whole basis of Cassel’s estimates may be challenged 
on the grouncfe that, during the early part of the period between 
1850 and 1910 for which he calculated the compound annual rate 
of increase of the gold, supply, silver played an important part 
in many of the monetary, systems, of ^e world. In 1850, some 
European countries w^ on the silver standard, while others 
were on the bimetallic standard. By the end of the period, 1910, 
all of these countries had shifted to the full gold standard. This 
means that the 2.7 per cent annual rate of increase in the supply 
of gold that ooeurr^ during the period was more than sufficient 
to merely maintain the supply of money at the point where prices 
would be stable. For out of this 2.7 per cent, gold was provided 
to replace the silver that was demonetized, as well as to supply 
the necessary increase in the total monetary supply. On the 
other hand, this period Saw some very substantial increases in 
the efficiency with which , gcfid was being utilized in the world’s 


T PhipE^, J. T., *K3old Produetioa and the Price Level: The Cassel Three Per 
Gent Esrimate,” ‘Quarterly Jownal of Economics, 1933, Vol. 47, pp. 647-679. 
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monetary systems. For example, it is estimated that between 
1882 and 1913, the ratio of gold in the United States to the sum 
of individual deposits in banks and currency in circulation de- 
clined from 12.1 per cent to 9.8 per cent, or a net saving of about 
19 per cent. During the same period, the ratio of the Bank of 
England’s gold to its notes and deposits declined from 40.9 per 
cent to 34.6 per cent, a saving of about 15 per cent.® These 
growing economies reduced the need for gold and, had they not 
appeared, the annual increase in gold required to maintain level 
prices would have been somewhat larger than 2.79. Unfor- 
tunately, there is no very good way to calculate and evaluate 
the results of these conflicting influences. The shift away from 
bimetallism and silver standards is not likely to be an influence 
in the future. The possibilities of further economies in the use 
of gold undoubtedly have not been completely exhausted, but the 
rate of their introduction is highly uncertain. 

Kitchen’s estimate of the monetary gold supply needed to 
give stable prices. A refinement of Cassel’s method was intro- 
duced by Mr. Joseph Kitchen, who computed the compound an- 
nual rate of increase in the monetary gold stocks between 1850 
and 1910. He reached the conclusion that it was necessary for 
the stock of monetary gold to increase annually at the rate of 
3.096 in order to maintain stable wholesale prices.* His method 
has the added appeal of dealing directly with the supply of mone- 
tary gold instead of the total gold supply. However, for evalu- 
ating the probable effects of future gold production upon prices, 
his method is somewhat complicated by the necessity of calcu- 
lating the fraction of the annual gold production that will be di- 
yerted into the arts and into Oriental hoarding. 

On the basis of a 3.1 per cent normal rate of increase in the sup- 
ply of monetary gold, Kitchen computed the “relative gold sup- 

ply” s^^^^Fgo H^ compared it with the changes 

ia prices. The results of this comparison may be seen in Chart 
42 .^* 


s Edie, Lionel D., Money, Bank Credit and Prices, New York, Harper & Bros., 
1928, p. 264. 

®“The Sjapply of Gold Compared With Prices of Commodities,” League of 
Nations, Interim Eeport of the Gold Delegation, 

Supporting the conclusions of Cassel and Kitchen, Edie, on the basis of a 
detailed study of the relation of the stock of monetary gold to prices, concluded 
that the "normal” rate of growth of monetary gold stocks before 1884 was approxi- 
mately 3 per cent per year, while after 1884 the requirements tapered down to 
about 2.7 per cent. Money ^ Bank, Credit and PrieeSj pp. 252-253. 
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Wilcoxen and Hardy^s estimates of the “normal” monetary 
supply. Using a different series of dates, 1804 and 1924, during 
which wholesale prices were at the same level, Wilcoxen esti- 
mated the rate of increase of the combined monetary gold and 
silver stocks, and found it to be 1.414 per cent annually.^ Using 
Wilcoxen’s data. Hardy calculated the rate of increase of the 
combined monetary gold and silver stocks between the years 



Chart 42. The Relative Stock of Gtold Monet as Compared with Whole- 
sale Prices. Source: Interim Report of the Gold Delegation, The League of 
Nations, 1930. 


1849 and 1909, and found it to be 1.46 per cent per annxun.^’ 
Hardy’s estimate, which does not cover the abnormal war period 
that Wilcoxen’s does, appears to be the most reliable calculation 


Wilcoxen, L. C., ^‘WoBld Prices and Precious Metals,” Journal of the Ameri- 
can ^atistical Association, Vol. 27, 1932, pp. 129-140, 
i^mrdy, Charles 0, Is There Enough Gold, Washington, D. C., Brookings 
Institution, 1^, p. 32. This study is a comprehensive survey of attempts to 
determine the rate of i^ease in monetary stocks needed to give long-run price 
stability. i 

For a calculation somewhat similar to those of Hardy and Wilcoxen, see 
Ml 3 marski, Feliks, The Functioning of the Gold Standard, Boston, World Peace 
Foundation, 1931. 
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of the “normal” rate of increase in money metals needed to pro- 
vide stable prices. 

Are these estimates of any practical value? Estimates of the 
“normal” gold supply can hardly be expected to have any appli- 
cation to the problem of the proper rate of increase of a managed 
currency supply within one country alone. To what extent, we 
may properly ask, do they throw light upon the question of the 
prospective long-run price trend under an international gold 
standard and the question of the supply of an international 
money needed to provide stable future prices? In answering 
these questions, we must remember that the data upon which 
these calculations are based are necessarily inaccurate. Further- 
more, the mere fact that any given rate of monetary increase is 
found to have been sufficient to cause or permit prices of one year 
to be duplicated 60 years later is no proof that this rate of in- 
crease would actually have maintained a stable price level be- 
tween those two years. Such an assumption would be war- 
ranted only in case the rate of increase in production and in 
monetary needs had progressed regularly through the years, 
which is unlikely to have occurred. Finally, the projection of a 
past “normal” rate of monetary increase into the future is highly 
speculative because of (1) the uncertainty as to the future trend 
of economic progress and monetary needs and (2) the uncer- 
tainty of the extent to which new economies in the use of gold 
will duplicate the appearance of economies of the past. One 
must conclude, therefore, that estimates of the “normal” gold 
supply cannot implicitly be relied upon either to measure future 
world monetary requiiements or to forecast future price trends in 
a gold standard world. Only as such estimates are carefully ad- 
justed in the light of the probable secular powth in trade and 
economies in the use of bank credit are they likely to prove of 
much use. 

The Relation of the QoU SvTl^y to the Fall 
of Prices After , 

The decline in world prices after 1929 provided incentives for 
further attempts to find a causal relation between the quantity 
of gold and the behaviOT of prices. These attempts fall pnder 
two main heads: (1) those involving die belief that, in the ag- 
gr^ate, the gold supply was insufficient to naaintain die postwar 
price level and (2) those involving the belief that the decline in 
prices was caused i)y a maldistribution of a gold wp^ly otherwise 
adequate. Both of these explanations deserve attention. , ; 
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Warren and Pearson’s requirements for secular price stabil- 
ity. Professors Warren and Pearson made an impressive attack 
upon the idea, current during the 1923-1928 period, that the post- 
war price level was stable and might be expected to continue so 
long as new monetary gold supplies were adequate to care for 
the secular trend of production. It was their view that the 1923- 
1929 price level could not be maintained, and was therefore fol- 
lowed by a return to the prewar level. The reasons for this be- 
lief rested in part upon analogous price movements after the 
Napoleonic wars and the Civil War.^® In addition, their statis- 
tical studies of past relationships between the supply of gold 
production and prices lent support to this view. In their study 
of the relation of gold to prices, Warren and Pearson advanced 
the theory that the gold supply of 1928-1929 was, by statistical 
measurement, insufficient to maintaia the existing price level, 
and that the return to prewar prices as soon as the gold standard 
had been generally restored and the “demand” for gold had re- 
turned to normal was therefore inevitable. The proof advanced 
for this thesis was an analysis of the historical relationship be- 
tween the monetary gold supply, the volume of production, and 
wholesale prices. 

For each year from 1839 down to 1931, Warren and Pearson 
constructed index numbers of: (1) the world stock of mone- 
tary gold, (2) the world’s physical production, and (3) English 
wholesale prices. The movement of these index numbers con- 
vinced them that during the 76 ye^ preceding the First World 
War, stable Englidi wholesale prices, representative of world 
prices, required a rate of increase in the world’s stock of mone- 
tary gold equal to the rate of increase in the world’s physical 
volume of production. Whenever the stock of monetary gold in- 
creased at a faster rate ihan did physical production, prices 
rose. Whenever the gold stock increased more slowly than ihe 
physical volume of production, prices fell. In other words, 

Tsc — ^ — T-^ 1 £ -D- j = Prices.^ Like Cassel and 

Physical volume of Production 

Eitch^, they found the necessary annual rate of increase in the 
VorM’s monetary gold supply required for stable prices to be 
about 3 per cent (3.15 iftr-cent, to be exact). The data support- 
ing this conduscm are most convincing at properly chosen dates. 
For example, in .1850, when the ratio of monetary gold stocks to 


Warrea^ George F., and Pearson, Frank A., Prices, 1933, pp. 117-123. 

pp: ^)^1. 
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the physical volume of production stood at 105 (1880-1914 = 
100), Ae index of English wholesale prices stood at 105. In 
1870, when the gold-production ratio was 136, prices were 131. 
In 1890, when the gold-production ratio was 99, prices were 98. 
In 1910, when the gold-production ratio was 105, prices were 106. 
On other dates the correspondence is much less than on the dates 
mentioned. However, Warren and Pearson made no claim for 
equality between the gold-production ratio and the price level 
for any particular year. Rather, they held that the relationship 
is merely between trends. The five-year averages show more 
correspondence than do the figures for individual years. 

A comparison of the gold-production ratio with prices. Ref- 
erence to Table 74 shows that the widest divergence of prices 
from the gold-production ratio for any five-year period occurred , 
in 1865-1869, when it was 7.4 per cent. However, if one tahes 
into account that during the next five-year period prices diverged, 
in the opposite direction, from the gold-production ratio by 5.6 
per cent, it appears that, oyer the ten-year period 1865-1874, the 
total divergence of prices from the gold-production ratio was 
13 per cent Moreover, if one chooses a different series of five- 
year periods, the results are not the same. Por example, a five- 
year average of the gold-production ratio and prices for 1892- 
1896 shows a deviation of prices from the gold-production ratio 
by 10.2 per cent If this be compared with the deviation in the 
opposite direction of 5.1 per cent during the period 1910-1914, 
the total deviation of five-year averages between 1892 and 1914 
amounts to 15 per cent. If the deviations of individual years 
are examined, one finds, for example, that in 1894, the price index 
was 16.5 per cent below the gold-production ratio, while 16 years 
later, in 1910, the price index was 16 per cent above the gold- 
production ratio.^® Because of cyclical variations, there occur 
wide deviations of prices away from the estimated normal based 
upon the gold-production ratio. For this reason, the ratio of gold 
stodrs to world production provide an exceedingly doubtful 
basis for explaining cyclical price movements. 

The calculation of Warren and Pearson is open to the same 
general criticism that applies to Cassel's and Kitchen’s estimate 
of the "normal” gold supply. At best% diows that during a 
period when substantial reductions in the use of silver as money 
were occurring, and while profound modifications were taMng 
place in the use of bank credit, a rough correspondence existed 


1® Ibid., pp. 78-79. 
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between the ratio of gold to physical production and the level of 
English wholesale prices/* ' 

TABLE 74 

CoMPABisoN OP English Wholesale Prices with the Eatio op World 
Monetary Gold Stocks to Physical Production * 




Gold 

English 

Divergence of 

Five-year . 


Physical 

, Wholesale 

Prices from Gold^ 

Period 


Production 

Prices 

Production Ratio 

1850-1854 ... 


113 

116 

+2.6 

185&-1859 ... 


136 

134 

—1.5 

1860-1864 ... 


144 

137 

-4.8 

1865-1869 ... 

... 

147 

136 

—7.4 

1870-1874 ... 


134 

141 

+55 

1875-1879 ... 


121 

124 

+2.4 

1880-1884 ... 


106 

113 

+6.6 

1885-1889 ... 


99 

96 

-3B 

1890-1894 ... 


97 

93 

-4.1 

1895-1899 ... 


94 

87 

. —7.4 

1900-1904 ... 


97 

97 

OX) 

1905-1909 ... 


100 

102 

+2X) 

1910-1914 ... 


106 

113 

+6J 


♦Reprinted by permission from Prices, by Warren and Pearson, published by John 
Wiley & Sons, Inc. 


The argument that there was an accumulated gold shortage 
in 1929 . Warren and Pearson estimated the world supply of 
monetary gold in 1929 at 52 per cent above the prewar level and 
world physical production for that year at 40 per cent above the 
prewar level. There was sufficient gold in 1929, therefore, to 
support a price level 9 per cent above the prewar prices. But 
the actual price level of 1928-1929 was about 40 per cent above 
the prewar level and was abnormally high in view of the relative 
gold supply. Prices remained at this high level only because of 
the abnormally low monetary demand for gold during the years 
when the world was largely off the gold standard. The resump- 
tion of the gold standard w:as largely completed in 1928 and 


Warren and Pearson make a similar comparison between the ratio of gold 
to physical produeticm and prices in the United States. For 1880-1884, the index 
of prices was 116 and the gold-production ratio was 89. This was a divergence 
of 30.3 per cent. But by beginning with 1885 and carrying the comparisons down 
to 1914, they are able to say that the greatest deviation of prices from the gold- 
production ratio was 7 ,per cent, during 1900-1904. During no other five-year 
period was the deviation more than 4 per cent. Ibid,, pp. 84r-86. They dismissed 


, . . Gold 

the cntieism that == Prices applied only during a period when silver 

was being replaced by gold, by asserting that the process of such substitution 
«till continues. (P. 109.) 
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brought with it a return of the old normal demand for gold. The 
“vigorous bidding” for gold, which enhanced the value, grew 
worse until a world-wide panic developed.' It is in this manner 
that 'Warren and Pearson have explained the rapid decline in 
prices that began in 1929.’-’ It was merely a postponed and 
violent readjustment to the natural price level dictated by the 
gold-production ratio. 

Economies in the use of gold. In contrast to the contention 
■of Warren and Pearson that the postwar price level was too high 
to be maintained by the gold supply, there was a common belief 
that the gold supply of 1923-1928 was adequate to support the 
existing price level. No doubt the relatively stable world prices 
in terms of gold during this period lent color to this belief. The 
basis for the expectation that the 1928 price level could be main- 
tained with existing gold supplies was the marked increase in the 
eflEiciency in the use of gold that appeared between 1914 and 
1928. 

The new economies in the use of gold introduced after 1914 
were (1) the substitution of bank notes for gold and gold certifi- 
cates in circulation, (2) a reduction in the reserve ratios of the 
banking system, and (3) the introduction of the gold exchange 
standard.^® One cannot be altogether certain of the actual real- 
ized economies in the use of gold in 1928 arising from the with- 
drawal of gold from circulation during the war. Edie estimated 
that gold taken out of circulation and placed in central bank re- 
serves was sufficient to support a credit and price structure about 
35 per cent above that ruling in 1913. This view assumed that 
the gold output during the war and postwar years was sufficient 
to care for the needs growing out of the secular increase in pro- 
duction.’-* Edie’s calculations seem overgenerous in counting aH 
the gold in prewar circulation as being transferred into central 
bank reserves by 1928. Although this took place during the war 
itself, during the postwar period as much gold returned to cir- 
culation m the United States as was in circulation before the war. 
This is not to say that substantial economies were not realised 
during the period discussed. Nevertheless,! it is probable that ihe 
economies realized from removing gold from circulation have 
been overestimated and that the world was operating upon some- 
what smaller gold reserve ratios than before the war. However, 

/bid., pp. 115-116. ■ . 

^8 For a good exposititm of this poeition, see Edie, Money, Creiii, atid Pricea, 

pp. 260-266. , , , ■ 
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the Netherlands, Japan, Spain, the United Kingdom, Denmark, 
Norway, and Sweden all had larger central bank gold reserves 
in proportion to their earning assets in 1925 than in 1913. Ger- 
many’s gold reserve ratio was, however, slightly less in 1925 than 
in 1913, while the gold reserve ratio of France was less than one- 
haU and that of Italy only one-third as large as in 1913.^® 

The weakness in Warren and Pearson’s attempts to show that 
the price decline after 1929 was secular in nature and due to ac- 
cumulated gold shortages lies primarily m their assumption that 
no substantial economies of a permanent nature were realized 
after the war. They refuse to recognize the accomplished facts 
of (1) a withdrawal from circulation of very considerable sums of 
gold, (2) the use of the gold exchange standard, (3) the decline 
in required gold reserves by the introduction of the Federal Re- 
serve System, and (4) the practice of central banks of operating 
on somewhat smaller gold reserves after the war. Their argu- 
ment that a gold shortage was caused by the preparation of paper 
standard countries to return to gold is unconvincing. The notion 
that in some way countries bid for gold and thus enhance its 
value is of little value without a clear understanding of how 
such a demand is expressed. Unless they have lost faith in their 
banking system, private citizens do not hoard gold, yet hoarding 
is the only manner in which they can express a demand for it. 
Likewise, commercial banks, interested primarily in the inain- 
tenance of adequate cash reserves in the form of central bank 
notes and deposits, will hardly engage in a “scramble for gold.” 
True, they may under certain circumstances endeavor to improve 
their liquidity by reducing loans and investment, but this is in no 
way related to a desire to obtain gold in i^er to protect the gold 
standard. There remains, therefore, on]^'*^ntral banks and gov- 
ernments to bid for gold. This they un^ubtedly will do if they 
fear that tiieir reserves may be lost to some other country. 

The re-establishment of the ^Id standard during the 1920’s 
did cause sorne countries to build up their gold reserves that had 
become depleted during previous periods of currency inflation. 
Between December 31, 1924, and December 31, 1928, Germany 
increased its gold hoMings $469,000,000; France increased its gold 
supply |644,0Q0J)C©; wMle Austria, Belgium, Czechoslovakia, 
Hungary, Italy, Poland^ and Switzerland together acquired $233,- 
000,<X)0 and Ai^emtina, Brazil, and India gained $273,000,000. 


®“Lea^e of Nations, Memorandum on Currency and Central Banks, 1913- 
19S6, Vol. VI, 1926, pp. 84^. 
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Altogether, these countries acquired about $1,500,000,000 in gold, 
the bulk of which came from the United States and from new 
production.®^ During this period, the United States willingly 
and freely parted with gold moving to the new gold standard 
countries. It maintained low money rates throughout the period 
with the purpose of encouraging just such an outflow. Other 
countries not acquiring newly mined gold showed no signs of 
contracting their credit structure for the purpose of attracting 
gold. It was not until the stock market boom of 1928 and 1929 
that tight money rates began to appear, first in the United States, 
as the Federal Reserve System tried vainly to check the boom, 
and later in other countries that were trying to protect their gold 
reserves from the attraction of the American money market. 
During 1929 France converted its holdings of foreign exchange’ 
into gold and imported the gold to the amount of $379,000,000, 
but this was not the result of the resumption of gold at that time. 
The franc was stabilized in 1926 and legally restored to gold in 
1928. 

It is desirable to study Professor Warren and Professor Pear- 
son’s position in respect to the adequacy of the gold supply be- 
cause of the important influence which their views have had upon 
the gold and monetary policies of the United Spates since 1933. 
Their studies led them to take a position closely anaiogbiis to that 
of the “buUionists,” who hold that the value of the monetary 
unit is derived from and dependent upon the bullion value em- 
bodied in it. They argued (1) that the drop in prices after 1929 
was due to the rise in the value of gold due to accumulated short- 
ages and (2) that it was therefore possible to restore prices to any 
desired level simply bMeducing the gold content (and hence the 
value) of the monet^ unit. So persuasively did Professor 
Warren press this view^at in large measure he may be credited 
with the Ad m i n istration’s gold purchase policy of late 1933 and 
the devaluation of the dollar in 1934, 

The Maldistribution of Gold as a Cause of the Decline in 
Prices After 1929 

In its final Report, the Gold Delegation of the Financial Com- 
mittee summed up its position in regard to the causes of the 
breakdown of the gold standard. Referring to a series of events 
and situations that it believed to be the primary sources of 
trouble, it remarked, “The recital of these events by which the 


Cf . Hardy, Is There Enough Gold, pp. 153-164. 
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gold standard has been unable to function is sufficient in itself 
to indicate that the causes which provoked them lie deep in the 
economic, financial, and monetary instability of the postwar 
period.” In another connection, it said, “We wish at this point 
to record our opinion that the world’s total stock of monetary 
gold, apart from any considerations as to its distribution among 
different countries, has at all times in recent years been adequate 
to support the credit structure legitimately required by world 
trade and that the rapid decline in prices, which began in 1929, 
cannot be attributed to any deficiency in the gold supply con- 
sidered in this sense.” Although the Report recognized the 
need for a correction of excessive inequality in the distribution of 
gold before any attempt should be undertaken to restore the gold 
standard, it did not consider the maldistribution of gold as the 
important reason mitiating the decline in prices after 1929. 

Three members of the Gold Delegation, however, filed a note of 
dissent to the Report in which they strongly urged that the 
maladjustment in the gold supply, brought on by the stoppage of 
United States foreign lending, by war debt payments, and by 
high tariffs, was to blame for the fall in prices after 1929. These 
dissenters were not the only supporters of the theory that the 
maldistribution of gold was responsible for the price decline. A 
British Royal Commission remarked in its report, “The present 
distribution of gold is very generally held to be imsatisfactory : a 
maldistribution to which is to be attributed a large measure of 
responsibility for the heavy fall in prices in recent years.” 

The changes in the distribution of gold after 1926 are shown 
in Table 75; According to the adherents of the theory that the 
drop in prices that began in 1929 was caused by a maldistribution 
of gold, the primary offenders were France and the United States. 
Yet the combined gold holdings of these countries at the end of 
1929 were only $650,000,000 larger than in December, 1926. 
This was a net gain of 12.4 .per cent during the three-year period 
and does not appear excessive in the light of a gain in gold hold- 
ings by the other countries of 5 per cent, or $241,000,000. It 
does not seem probable that this shift in gold was sufficiently 

22 League of Nations, Report of the Gold Delegation of the Financial Commit- 
tee, 1932, pp. 23 and 32. 

Report of the Committee on Finance and Industry, 1931 (The Macmillan 
Eeport), p. 67. It is interesting to note that an earlier Royal Commission found 
occasion to complain lhat a maldistribution of gold, due in part to hoarding of 
gold by the United States, was responsible for declining prices after 1873. See 
The Monetary Problem, Gold and Silver, Royal Commission on Gold and Silver, 
Final Report, 1888, edited in 1936 by Ralph Robey, pp. 34-36 and 46. 
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violent to precipitate a world-wide fall in prices of the magnitude 
of that beginning in 1929. In support of their view, the pro- 
ponents of the maldistribution theory cite the changes in distri- 
bution of gold between December, 1928 and December, 1931. 
During this period, France and the United States gained together 
$1,755,000,000 by absorbing the bulk of the newly mined gold 
and by taking $900,000,000 from the rest of the world. Un- 
doubtedly this heavy movement of gold seriously added to the 
liquidation of credit and the decline in prices during 1931-1932. 
But the price level began its downward trend in 1929 before gold 
movements of any magnitude had occurred. Once under way, 
the faU in prices and depression in business put heavy pressure 
upon the gold supply of countries exporting raw materials. The 
deflationary pressure resulting within such countries undoubtedly 
aggravated the downward movement of world prices. However, 
there is little support for the view that France and the United 
States were responsible for initiating the price decline by follow- 
ing a policy of tight money and low prices and attracting gold 
away from less fortunate countries.^* On the contrary, any 
responsibility that might be laid at the door of the United States 
arose from its attempt, in 1924 and 1927, to repel gold by adopt- 
ing an easy money policy. This attempt miscarried when the 
low money rates stimulated the great speculative boom in securi- 
ties that culminated in the crash of 1929. This crash, with its 
disastrous effect upon business confidence and profits, precipi- 
tated a collapse of a wmld price structure that was already weak- 
ening. 

There is little evidence that the movement of gold to France 
and the United States caused any undue pressure upon the 
monetary systems of the rest of the world in 1929. At best the 
credit structure and price level of -any country are but loosely 
tied to its gold supply. Becau^ Of the offsetting practices of 
central banks, small gold losses need not necessarily impose any 
appreciable credit restriction. If deflationary pressure arises 
from gold shortages, such pressure riiould be evident in the be^ 
havior pf bank deposits and money in circulation. The evidence 
presented in Table' 76 indicates that, up to the end of 1930, little 
if any deflationary pressure was being felt because of a shortage 
of gold. At the end of 1930, the volume of demand deposits in 
each of the five countries save the United States was greatet 
than at the. end of 1929. Only the United States, with its bounty 

Cf . Hardy, Is There Enough Gold, pp. 95-102. 
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ful supply of gold, showed a decline in demand deposits, and 
that decline was extremely small. But during the same year, 
the decline in wholesale prices was well under way with the 
United States index declining from 96 to 82. In view of the 
fact that the decline in prices and the business depression had 
definitely begun before any reduction had appeared in the volume 
of demand deposits, it is difficult to see how the maldistribution 
of gold can properly be blamed for starting the world depression. 

Although the evidence hardly demonstrates that a maldistribu- 
tion of gold was responsible for the downward turn in world 
prices that began in 1929, one cannot deny that the basic situa- 
tion in the world’s monetary systems was made more precarious 
because of the relatively small gold reserves available to some of 
the central banks. Nor should one neglect the actions of the 
United States and France that made the maintenance of the 
gold standard a somewhat delicate matter. Both countries were 
in a strong creditor position in respect to their balance of trade 
and avoided attracting gold only by making substantial loans 
abroad. Before the depression, bo^ were lending extensively 
at short term rather than at long term, a fact which exposed the 
debtor countries to potential drains of gold whenever their sol- 
vency became questionable. Once the fall in prices actually de- 
veloped, the maldistribution of gold was accentuated by the 
withdrawal of short-term credits and the depressing and disturb- 
ing effects of this maldistribution became a reality. 



Chapter XLV 


THE BREAKDOWN OF THE GOLD 
STANDARD AFTER 1929 

T he painstaking effort to restore the international gold stand- 
ard had hardly been concluded when a turn of economic 
events took place that swiftly led to its collapse and failure. 
In the summer of 1929, some recession in business appeared to 
cloud the horizon of American, prosperity. It was the spectacu- 
lar collapse of the stock market in October, however, that de- 
cisively marked the onslaught of a depression of overwhelming 
and world-wide proportions. To examine in detail the causes 
of this depression is, beyond the scope of our study of money 
here. We have already examined the claims of some writers 
that either a shortage or a maldistribution of gold forced down 
the world price level and thus started a deflationary movement 
responsible for the depression. These claims, as we have seen, 
rest upon doubtful groimds, and neither a shortage nor a mal- 
distribution of gold may properly be considered the genuine and 
fundamental cause of the depression. Rather, it appears to 
have been a cyclical reaction from the world-wide expansion of 
the 1920’s accentuated by the maladjustments that remained 
from the First World War. 

Although rejecting the theory that the causes of the collapse 
of prosperity in 1929 lay directly in gold, one cannot properly 
deny that the attempts to maintain the gold standard during the 
early years of the depression contributed to and made more pro- 
nounced the violence of the credit liquidation which occurred. 
The last statement can best be understood by examining the 
nature of and the environment surrounding the gold standard 
in the late 1920’s. 

The Gold Standard During the IQW’s 

The hatixre of the postwar gold standard of the 1920’s. The 
gold standard of the 1920’s differed from that before 1914 in sev- 
eral important respects. Briefly statSd, these differences were: 
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1. The widespread use of the gold exchange standard. 

2. The increased practice by central banks of offsetting the 
effects of gold movements in the interest of domestic stability. 

3. The withdrawal of gold from circulation and the substitu- 
tion of central bank notes in its place. 

4. The redemption of paper currency in bullion instead of 
coins in many important gold standard countries. 

Both the increased use of the gold exchange standard and the 
growing tendency of central banks to offset gold niovements 
created difficulties in the way of a proper operation of the gold 
standard. Though by no means the excluMve cause, the gold 
exchange standard stimulated the appearance of foreign-owned 
short-term balances deposited or invested in the central money 
markets of important gold standard countries. Further, its use 
reduced somewhat the corrective action of gold movements, be- 
cause corrective effects were largely confined to the price and 
credit structure of the gold exchange standard countries. 

Still more disturbing to the operation of the gold standard 
was the refusal of central banks to adapt their credit policy to 
gold movements and their pursuance of a polity of domestic 
stabilization. Before the general restoration of gold in the 1920- 
1925 period, little objection could be raised to such a policy when 
used by the Federal Reserve System. Later, the Bank of Eng- 
land and the Bank of France also attempted to manage the cur- 
rencies of their respective countries in the interests of internal 
stability. Under these circumstances, the corrective effects of 
goM movements upon intmiational price levels were largely 
lost.^ 

The environment of the postwar gold standard. Not only 
were there inmortant diffeences between the postwar and prewar 
gold standard!, blit there were also important changes in environ- 
mental eonditi<ms. These changes, which tended to increase 
rather than lessen the difficulties of maintaining an international 
gold standard, included : 

L A more troublesome international debt structure. 

2. The great increase in foreign-owned short-term balances 
!]^d in, impcartanti money centers., 

, 3. tl^e irre^ibr nature of international lending. 

, 4., 'jne growth, of j^.ditaes in the internal price and cost struc- 
tUjm*'' 'll’-' 

■ ' of this point, see Gayer, Arthnr D., Monetary Poliep 

laSS, pp. ^22 and 29-32. 
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Postwar intemational debts. The international debt struc- 
ture of the 1920’s was heavily loaded with loans and obligations 
not originating in any expansion in the productive facilities of 
the debtor. This was true of the intergovernmental war debts 
and reparations, and of many of the debts created after the 
war, when governments both of central Europe and of South 
America were borrowing for internal improvements of various 
kinds. These obligations constituted a constant threat to the 
balance of payments of the debtors. In contrast to what noight 
be called “intemational consumption loans,” loans made for 
productive capital purposes furnish the debtor with a basic means 
for debt service. 

The prevalence of short-term balances. The use of the gold 
exchange standard encouraged central banks to carry reserve 
funds as deposits in foreign banks and as investments in foreign 
bills and acceptances. At the same time, other powerful forces 
were operating to encourage sunilar action by other banks and 
private investors. Immense losses on long-term foreign invest- 
ments resulted from the war and from the postwar inflation 
period. France lost heavily owing to the repudiation of Russian 
debts after the Russian revolution; and, to avoid such losses in 
the future, French postwar lending was largely in short-term 
form. Tlie total short-term international indebtedness was re- 
ported as being over 9% biUions of dollars at the beginning of 
1931. Whenever there arose any loss of confldence in currency 
stability, these short-term balances, readily shiftable at the will 
of the owners, were a constant menace to the debtor countries. 
To the extent that a country with a favorable balance of trade 
extended to buyers short-term instead of long-term credits, a 
loss of confidence in the credit position of the buying country 
not only shut off the possibility of additional loans but also acted 
to make due and payable the whole mass of past credits. The 
existence of such a large volume of short-term international debts 
left the balance of pa 3 nnents of the debtor countries so exposed 
that without large excess gold reserves, they could not hope to 
naaintain gold payments in the face of any serious threat to 
their currencies. 

The irregular nature of foreign lending. The irregular natme 
of American and French foreign lending contributed something 
to the difficulties that beset the gold standard of the 1920’s. 
The record of American lending appears in Table 77. When 
borrowing countries have adjusted their economies to a sub- 
stantial inflow of capital from abroad, they are likely to experi- 



BREAKDOWN OF THE GOLD STANDARD 


718 


TABLE 77 

Net Expoets op Ambbican Capital 



(In millions of dollars) 

im im 1925 1926 

19^ 

1928 

1929 1930 

Net exports of long- 
term capital 

-30 

733 

560 

540 

695 

718 

319 

290 

Net export of short- 
term capital 

-3 

-216 

61 

-359 


226 

-13 

449 

Net private capital ex- 
ports, long- and short- 
term 

-33 

517 

621 

181 

695 

944 

306 

739 


ence some embarrassment when that flow is abruptly shut off. 
The immediate result of the stoppage of foreign capital imports 
is an adverse balance of payments that requires a considerable 
length of time, and possibly a substantial loss of gold, for re- 
establishment of equilibrium. Furthermore, when long-term 
lending was diminishing, short-term loans tended to increase. 
Although short-term loans temporarily relieved the pressure upon 
the borrowing countries, in all probability they were worse iiian 
nothing because of the pressure for their cOUection that arose 
with the onset of the depression. 

Rigidity of cost and price structures. The gold standard re- 
quires enough price flexibility within the several countries to 
permit an adjustment of prices on a scale sufficient to maintain 
substantial equilibrium in the balance of pa 3 nnents. This is 
necessary if corrections of adverse trade b^ances are to take 
place soon enough to avoid excessive gold losses. In addition, 
not only prices of goods that move in international trade, but 
also their costs of production, muse be flexible. This is especially 
necessary when an adverse balance of payments requires a re- 
duction in prices. The extent to which costs of production de- 
cline readily determines the degree of business depression and 
stJ^nation that will be required. The greater the inflexibility 
of costs, the greater must be the business depression required 
to bring costs down into line with the selling prices necessary for 
a restoration and maintenance of equilibrium in the balance of 
pa 3 anents. It follows that the greater the rigidity, of costs, the 
more likely will governments be tempted to escape the troubles 
of deflation by abandoning gold payments. In fact, the political 
pressure for such action may at times be irresistible. 

During the i920’s, there was evidence that the rigidities of 
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costs and prices were becoming somewhat greater than before. 
In England, for example, wage rates were difficult to reduce be- 
cause of the combined effect of more powerful trade unions and 
the dole. In various parts of the world, price stabilization was 
undertaken in the interests of raw material producers. An ex- 
ample of this can be found in the Farm Board’s activities in the 
United States, designed to maintain agricultural prices. Mo- 
nopoly and near-monopoly conditions have increased with the 
continued growth of large-scale enterprise. The extension of 
the sphere of governmental activities, and with it the increase of 
government debt burden, tend to expand the inflexible tax burden 
of business.® Any expansion of the field of regulation of prices 
and rates by government boards, such as occurs in the public 
utility field, adds to the list of prices that are inflexible in nature. 

Summary. We have seen that conditions which confronted 
the gold standard during the 1920-1930 period were less favor- 
able to its successful fimctioning than those before 1914. For 
many countries there were more than the ordinary sources of 
danger to the balance of pasrments. Short-term debts between 
nations abounded. Uneconomic ■ war debt payments had con- 
stantly to be met. Long-term foreign lending' was on a large 
but highly variable scale. The growth of governmental par- 
ticipation and interference in business, the rise in power of trade 
unions, and the decline in competition appear to have reduced the 
ability of the price systems of individual countries to make the 
adjustments necessary to the maintenance of the gold standard. 
The attempts of the central banks of England, the United States, 
and France to achieve internal stability by offsetting gold move- 
ments prevented the prompt price adjustments needed to main- 
tain equilibrium m the bdance of payments. Especially were 
the Bank of France and the Federal Reserve System open to 
critician from some quarters on the ground that they failed to 
follow the “rules of the game” of the gold standard by their 
failure to repel gold through adequate credit expansion.® The 
United States emerged from the First World War as the greatest 
creditor nation in the world. As such it failed to live up to its 
responsibilities (o) by failing to establidi a stable policy of mak- 

®Cf. Gayer, op. ait., Chapter El. Also Gregory, T. E., The Gold Standard 
end Its Fvtwe, 1932, pp. 32-34. 

For a summary of forces making for price rigidities, see Baekman, Jules, **iTie 
CausM of Price InflerdbiKty,” Jownal of Economies, |)Cay, :1940. 

* For an examination of the mos and cons of ■this question, see Gayer, op. ait., 
K)-8S-113- .. ' ’ 
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ing long-term foreign loans and (b) by increasing instead of 
lowering its tariffs on imports to facilitate repayment of old debts. 

Finally, a depression of world-wide proportions released and 
aggravated serious threats to exchange stability, which previously 
had been held in check by only a precarious margin., • ■ 

The Abandonment of the. Gold Standard by Raw-Material 

Countries 

The operation of the forces 'that contributed to the breakdown 
of the gold standard may best be seen in the experience of par- 
ticular countries'. The &st countries to suffer from the depres- 
sion were those engaged primarily in production and export of 
raw materials. ' 

The Australian experience. Australia depends heavily upon 
its foreign trade. Before the depression, the value of its mer- 
chandise exports was £140,000,000, compared to a total produc- 
tion valued at £448,000,000. The fall in raw material prices be- 
ginning in 1928 caused a serious decline in the value of Australian 
merchandise exports. From a value of £139,979,000 in the year 
1928-1929; they feU to £98,098,000 in 1929-1930 and to £79, m,- 
000 in 1930-1931. Thus, in one year exporters’ incomes declined 
about £40,000;000. But the shrinkage in exporters’ incomes did 
not cause a corresponding drop in imports. Between the years 
102S-1929 and 1929^1930, Australian imports declined about 
£10,000,-000 while exports feU by £40,000,000. The Australian 
balance of pasnnents was further affected by the abrupt cessation 
of the inflow of foreign capital, which had amount^ to about 
£30,000,000 annuaUy. This borrowing abroad had been for the 
purpose of financing public improvements rathe;* than for the 
direct importation of foreign' goods, a fact that created stUl fur- 
ther difl&cuities in the 'balance of payments. The combined effect 
of the dibp in exports and the cessation of borrowing abroad was 
a sharp impairment of the res^es of 'the Australian banking 
system. The fess in Bondon baknces and reserves amounted to 
£13,565,000 during the year ending June 30, 1929, and £56,297,- 
000 during the year ending June 30, 1930.^ The annual interest 
charges on the old foreign debts amounted to approximately 
£30^000;000, so that the borrowings abroad had been suflBLcient to 
cover the ^rvioe on 'the foreign debt. 

To meet the -situation, additional import duties were imposed 
early ip ,19SO‘j^ 's01ne imports were entirely prohibited. It 


^ Gilbert, Cwrrency Depreciation, pp, 6-14, 
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was not until the imposition of these new duties in 1930 that a 
substantial decline in imports was achieved. The free export of 
gold was terminated in January, 1930. In order that foreign 
exchange m^ht be available to meet interest payments on the 
public foreign debt, exchange control measures were applied to 
check unnecessary imports and travel abroad. This move was 
prompted by a desire to avoid the heavy tax increase that would 
have been required to pay interest abroad had the exchange rate 
been allowed to depreciate. Gold reserves were mobilized and 
used freely to support the exchange value of the Australian cur- 
rency in terms of the British pound. During 1930, Australian 
currency averaged 94.3 per cent of parity. In support of this 
policy, Australia exported £26,865,000 in gold during the year 
of July, 1929-July, 1930. This so exhausted the gold reserves 
that further attempts to peg the exchange value of the domestic 
currency failed, and in January, 1931, it fell to 30 per cent of 
parity in terms of sterling.® 

The abandonment of gold by Brazil and the Argentine. The 
abandonment of the gold standard by the Argentine in December, 
1929, and by Brazil in October, 1930, arose from essentially the 
same causes as those which operated in Australia. Each country 
suffered from a decline in the value of agricultural exports, a drop 
in the import of foreign capital, and a failure of the value of mer- 
chandise imports to decline rapidly enough to restore the balance 
of payments to equilibrium. A strong contributing factor in all 
three cases was the fact that exports of raw materials tended 
to have both highly unstable prices and an inelastic demand, 
while imports were mainly manufactured goods whose prices de- 
clined much mpre slowly than did prices of exports. Under the 
circumstances of acute, world-wide deflation and depression, 
countries in this position could hardly expect to succeed in restor- 
ing equilibrium in their balance of payments by internal defla- 
tion, for the goal was a moving and unattainable one. It is little 
wonder, therefore, that they sought escape in currency deprecia- 
tion. 


The Breakdown of the Gold Standard in' England, 1981 

Peculiar significance is attached to the abandonment of gold 
by England on September 21, 1931. Although a number of the 


B Smith, Lawrence, “Suspension of the Gold Standard in Raw Material Export- 
ing Countries,” Arrmkm Economic Reviev), September, 1934, pp. 446-447. This 
article contains a good analysis of the situation m &azil and m the- Argentine as 
well as in Australia. 
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smaller countries exporting raw materials had previously taken 
the step, the movement did not reach formidable proportions 
until England abandoned gold. Her action was the signal for a 
wholesale abandonment not only by the other parts of the Em- 
pire but also by a number of other important trading countries 
having close eeonomic ties with England 

The British balance of pa 3 ma^s. There has been a wide- 
spread opinion that England’s return to the gold standard in 
1925 resulted in the overvaluation of the pound, a situation 
aggravated by the undervaluation of the franc after 1926. The 
correctness of this opinion cannot be verified by resOTt to a direct 
calculation of purchasing power parity, for such calculations are 
not accurate enough to determine whether or not a currency is 
mildly overvalued. Evidence of overvaluation, however, may be 
found in the development of an adverse balance of pajunents, a 
loss of gold, and a consequent depression within the country. 
If one defines an equilibrium rate of exchange as one under which 
there is an equilibrium in the balance of payments, including all 
items except gold movements and short-term capital movements, 
one must conclude that whenever short-term capital imports or 
gold exports are reqinretHo make settlements, the currency is 
overvalued. In the case of Ikigland, however, which habitually 
lends at long term abroad, this means little more than that, with 
the given propensity of Englishmen to indulge in foreign lending, 
the current rate of exchange does not provide adequate stimulus 
to exports to provide the full amount of foreign exchange re- 
quired. 

The behavior of the English balance of payments gives some 
reason for believing that in the sense used above, sterling was 
overvalued between 1925 and 1931. Eegardless of the cause,’ 
the facts were that .after 1926 the Bank of England’s gold supply 
tended to decrease slightly, and the Bank was under the necessity 
of maintaining its discount rate at a level somewhat above money 
rates in Paris and New York in order to attract and hold short- 
term capital. The weakness of the British position in 1931 arose 
from the fact that a correction in the fundamental balance of 
payments was not enforced by a sufficiently sharp increase in 
the discount rate tolbring about a decline in prices. The sticki- 
ness of wages and other prices in Britain made internal deflation 
difficult without producing severe unemployment. The situa- 
tion was aggravated by the failure of British manufacturing 
tedinique to maintain pace with improvements in other coun- 
tries. This explains the- reluctance to raise“ discount rates suffi- 



718 BREAKDOWN OF THE GOLD STANDARD 

ciently to bring about a fundamental adjustment in the balance 
of pa 3 mients. Furthermore, low money rates had the advantage 
of being of some assistance to the export trade by encouraging 
foreign lending. It is easy, therefore, to understand the induh 
genee in temporizing practices designed to attract short-term 
capital to London. That the situation was beconoing somewhat 
better rather than worse in 1931 is indicated by a gradual decline 
in London’s net short-term liabilities, between 1928 and March, 
1931.* 

The caisis of September, 1931,. England was compelled to 
abandon the gold standard in September, 1931. The immediate 
cause was the international banking panic, sometimes called the 
liquidity crisis, which began with the troubles of the Austrian 
CredUanstalt and the German NatiorUilbank during the May- 
July period of that year. Only strong measures, amounting to 
government guarantees, enabled these banks to survive. The 
banking panic in Austria and Germany was a prelude to the sus- 
pension of payments on Germany’s short-term indebtedness (the 
Standstill Agreements). The immobilization of these short-term 
credits, a substantial part of which had been extended by London, 
created some distrust of the London money market.^ Early in 
1931, the weakness of the British budget position had been ex- 
posed, and further signs of difficulty became evident with the 
rumore of discontent within the navy. 

In the face of these uncertainties, foreign bankers attempted 
to protect their reserves by withdrawing their London balances 
in gold. Normally the Bank of England was able to control and 
(heck the outflow of gold by raising the discount rate. But the 
Bank Bate is effectivf in contioUing the movement of short-term 
capital only when it functions in an environment of unlimited 
confidence. When suspicion as to the solvency of the banking 
i^stem exists, interest rates become subordinated to security. 
Puring July, 1931, the United Kingdom exported nearly £27,000,- 
000 ip gold. During August, credits amounting to £130,000,000 
were establidred with the Bank of France and the Federal Re- 
serve Bank of New York. However, the pressure on the avail- 
able gold and foreign exchange reserves of the Bank of England 
was too great to be successfully withstood, and it ceased paying 
out gold on September 21, 1931. , 

® The Report of the CommUee' on Finance and Industry (The Macmillan Be^ 
port), 1931, p. 112. ' ' 

7 London^s share was abairt $255,009,000. Cf. Ghregory,, The iQoM 'Stmdafd 
fis 1935, pp. 55-^91 ' , • :.j 
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The abandonment of gold by other countries. England’s 
abandonment of gold was followed almost immediately by similar 
action on the part of other countries. The intimate trade rela- 
tion between Sweden and Great Britain made the depreciation 
of sterling of vital importance to the export trade of the former 
country. Cheapening of sterling in terms of the Swedish krona 
was bound to have an adverse result on Swedish exports, of which 
25 per cent went to Great Britain. During the first week fol- 
lowing the suspension of gold by England, it was commonly be- 
lieved that Sweden would have to follow suit, and there resulted, 
therefore, a flight from the krona, costing Sweden 100,000,000 
kronor in gold and foreign exchange. On September 27, there- 
fore, Sweden abandoned gold, and was quickly followed by Nor- 
way and Denmark. Finland left the gold standard on October 
12, while Japan succumbed to heavy gold losses and suspended 
gold payments on December 13.* 

The abandonment of gold by the United States. Despite 
substantial drains upon the gold reserves of the Federal Reserve 
System, arising from some flight from the dollar and from some 
internal gold and currency hoarding, the United States was amply 
able to maintain gold payments for the first fifteen months fol- 
lowing the abandonment of gold by England and the Sterling 
Bloc in September, 1931. In February, 1933, however, the do- 
mestic banking system took an acute turn for the worse. Bank 
failures mounted at a rapid rate, culminating in the general bank- 
ing holiday of March 6, 1933. As a part of the anti-hoarding 
regulations put into force during the holiday, control over foreign 
exchange transactions and gold exports was placed in the hands 
of the Secretary of the Treasury. The tanking holiday consti- 
tuted, for the time being, an abandonment of the gold standard. 
At first this action was expected to be temporary and to be fol- 
lowed ultimately by a restoration of a free movement of gold 
whenever the condition of the domestic banking system war- 
ranted it. The Secretary of the . Treasury did not entirely ban 
the export of gold but granted export licenses fcff settlement 

® By April, 1932, tke gold sfcajidaswi had beea suspended in Argentina^ Australia, 
Bolivia. Brazil, Chile, IDenmark, 'Ecuador, Egypt, inland, Greece, India, Iraq, 
the Irisn Free State, Japan, Hew Zealand, Norway, Paraguay, Portugal, Ehodesia, 
Salvador, Spain, "fee Ghited Kingdom, and Uruguay. Furthermore, 

while not standard was not in effective operation 

in Austria, Bulgaria, Canada, Columbia, Costa Rica, Czechoslovakia, E^onia, 
ja[<;a[^<feras, Hungary, Jugoslavia, Latvia, Newfoundland, Nicaragua, 
Turkey, I®]^’ahd Venezuela. HpdsojL H. V.. Sltmp and Recovery, 19^9-^1937, 
1^, p. 92. 
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of foreign obligations not arising from the flight of capital and 
speculative dealings. Under these circumstances, the dollar did 
not suffer any noticeable depreciation in terms of gold currencies. 
On the contrary, confidence in the future value of the American 
doUar was high. 

The Administration reached the conclusion that its program 
of domestic recovery required that the domestic price system 
be freed from the deflationary influence of world gold prices. It 
therefore served notice upon the world that any immediate return 
to gold was not to be expected, by the issuance of an Executive 
Order, on April 20, 1933, which prohibited the export of gold 
save by the express authorization of the Secretary of the Treas- 
ury and for transactions necessary to “promote the public inter- 
est” as approved by the President. In effect this order marked 
the end of the adherence to the gold standard by the United 
States. U nlik e England, which was forced off the gold standard 
by the exhaustion of its gold reserves, the United States aban- 
doned gold deliberately and as a part of its domestic recovery 
policy. We diall postpone a more detailed account of American 
experiences during this period until the next chapter. 

The abandonment of gold by the European Gold Bloc.® Led 
by France, which violently opposed currency devaluation, six 
European gold standard countries joined in an agreement of 
solidarity to preserve the maintenance of the gold standard at 
the existing parities. This action was taken in July, 1933, after 
the abandonment of gold by the United States. In this group 
of countries were France, Belgium, Italy, the Netherlands, Lux- 
ehabourg, and Switzerland. The maintenance of the gold stand- 
ard with the old parities in the face of a depreciation of about 
40 per cent in the pound and the dollar meant certainly an over- 
valuation of the Gold Bloc currencies in the foreign exchange 
m arkets. The result was a continuation of falling prices and 
credit deflation. During 1934, French wholesale prices fell 15 
per cent. 

The weakest of the Gold Bloc countries was Belgium, whose 
currency was exposed to intermittent rumors of impending de- 
valuation that resulted in speculative pressure on the exchange 
value of the belga. Despite assistance in the form of foreign 
loans, the Belgian Government was unable to resist the pressure 
for devaluation. Internal deflation could not be carried through 

*For a thorough discussion of the breakdown of the Gold Bloc, see Hodson, 
Slump and Recovery, 19S9-19ST, Chapters X and XI. 
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sufficiently to maintain the old gold parity, and the belga was 
devalued to 72 per cent of its old gold value at the end of March, 

1935. Devaluation of the belga was successful in relieving, for 
the time being, the deflationary pressure within Belgium. It 
increased the difficulties of the remaining members of the Gold 
Bloc, however, and led to the flight of capital from those coun- 
tries. Political changes in Prance required that attempts be 
made to reverse the deflationary trend. The Popular Front 
government embarked upon reforms that inevitably tended to 
increase costs of production, but for a time resisted as inflationary 
any moves in the direction of devaluation. On September 25, 

1936, the French, British, and the United States Governments 
issued statements announcing the intention of the French Gov- 
ernment to devalue its currency and pledging themselves to use 
appropriate means to avoid unnecessary disturbances and com- 
petitive exchange depreciation. The same day, it was announced 
that the franc was to be reduced in gold value by from 25.2 to 
34.4 per cent. Switzerland and the Netherlands devalued their 
currencies by a like amount on the following day. Italy had 
already abandoned gold for exchange control, so that, from this 
time on, the GoH Bloc^aadefinitely at an end. 



Chaptee XL VI 

RECENT MONETARY EXPERIENCES 
IN THE UNITED STATES 

D uring the utter days of bank and business failure, price 
deflation, and economic stagnation preceding the bank holi- 
day of March 6, 1933, the United States clung steadfastly to the 
gold standard. The lukewarm recovery efforts of the Hoover 
administration, such as, open-market security purchases and re- 
discount rate reductions by the Federal Reserve banks and some 
itssistance to embarrassed financial institutions, had failed dis- 
mally in the face of continued bank runs, and failures. The New 
IDeal Adnainistration assumed ojice March 4, pledged to take 
effective measures to relieve the dei)ression and restore pros- 
perity. Impressed by the success 'bf British monetary policy 
and by the theory advanced by Professor Warren, that the price 
decline was caused by a world gold shortage, the Administration 
embarked upon a policy of exchange depreciation as an instru- 
ment of recove^. The bank holiday facilitated the adoption of 
such a policy, since the emergency measures designed to ease the 
pressure on the banking system included a general ban upon gold 
hoarding and gold exports. 

New Deal Emergency Measures 

The anti-hoarding regulations of March 6, 1933. As a part 
of the proclamation relative to the bank holiday, banks were pro- 
hibited to pay out, export, eamoark, or permit the withdrawal 
or transfer in any manner or by any device whatsoever of gold 
or silver coin, bullion, or currency, or take any other action that 
might facilitate hoarding. In addition, banks were . not per- 
mitted to carry on any foreign exchange transactions.^ On 

^ This proclamartion was made under the authority of a wartime act of October 
6, 1917. The Emei^ency Banking Act of March 9, 1933, conOrmed and extended 
the President’s authority during the emergency 

722 
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Maxch 10, when the Secretary of the Treasury was authorized to 
permit the reopening of banks, banks were not allowed to pay 
out gold or gold certificates except under authorization of the 
Secretary of the Treasury, nor were they allowed to pay but any 
currency for hoarding. . The export of gold was, permitted only 
under license issued by the Secretary of the Treasury, and for- 
eign exchange transactions were limited to normal non-specula- 
tive purposes. 

Although these regulations prohibited banks from paying out 
money for hoarding purposes, it was not until April 5 that hoard- 
ing of gold and gold and silver certificates was directly placed 
under a ban. The Executive Order of that date required that 
all gold coin, gold bullion, and gold cerificates be delivered to the 
Federal reserve banks, either directly or through member banks. 
The only exceptions to this order were (1) gold required for 
‘legitimate and customary use in industry, profession or art 
within a reasonable time”; (2) gold coin and gold certificates in 
amounts of not over $100 belonging to any one person,® and gold 
coins having a recognized special value to collectors of rare and 
unusual coins; (3) gold coins and bullion earmarked or held in 
trust for a foreign government, foreign central bank, or the Bank 
of International Settlements; (4) gold coin and bullion licensed 
for other proper transactions, including gold coin and bullion im- 
ported for re-export dr held pending action on applications for 
export licenses. Under the same Executive Order, any person 
becoming the owner of any gold coin, gold bullion, of gbM cer- 
tificates after April 28, 1933, was required. within three days to 
deliver such to the Federal reserve banks or to member banks, 
which in turn were required to deliver them to the Federal re- 
serve banks.' 

Regulations on foreign exchange and gold exports. Foreign 
exchange dealings were temporarily ended by the bank holiday 
proclamation. The Executive Chder of March 10 authorizing 
the Secretary of the Trettstny ^ license the reopening of the 
banks permitted the resumpribn'of nOrinal non-speculative for- 
eign exchange traidsactions, but allowed gold exports only “in ac- 
cordance with regulations prescribed by or under license issued 
by the Secretary of the Treasurer.” Following the reopenmg of 
the banks, permission to e^ort gold for legitimate purposes ap- 
pears to have been freely granted until April 18. After that date, 

* This privitege was levoked.by order of the Secretary of the Treasury, Decem- 
ber:^ 1933. 
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export licenses were refused, in with the newly developed 

policy of cutting loose the value of the dollar from that of gold. 

The Thomas Amendment to the AAA.® Title III (known 
as the “Thomas Amendment”) of the Agricultural Adjustment 
Act of May 12, 1933, conferred upon the President a number of 
discretionary inflationary powers. Included in this Amendment 
were the following provisions : 

1. The President was authorized to direct the Secretary of the 
Treasury to agree with the Federal Reserve Board and the Fed- 
eral reserve banks that the latter purchase and hold additional 
United States obligations to the amount of 13,000,000,000. If 
such added open-market pK'chases should result in any impair- 
ment of the legally required reserves of the Federal reserve banks, 
no penalty was to be applied for such deficiency. 

2. The President was authorized to direct the Secretary of the 
Treasury to issue currency in the form of United States notes 
(greenbacks) to an amount of not over $3,000,000,000 for the 
purpose of retiring interest-bearing United States obligations. 
Provision was made for the retirement of such notes at the rate 
of 4 per cent per year, f 

3. The President was authorized to establish bimetallism with 
unlimited coinage of gold and silver at a ratio which he might fix. 

4 Tte President was authorized to reduce the weight of the 
gold dollar to not less than 50 per cent of its gold weight. This 
was amended by the Gold Standard Act of 1934. 

5. The President was authorized, for a period of six months, 
to accept silver in payment of intergovernmental debts to an 
amount not to exceed $200,000,000. Silver certificates or silver 
coin might be issued by the Secretary of the Treasury to the 
amount of the debts so paid. 

6. The Federal Reserve Board, on a vote pf five members and 
with the approval of the Preadent, might declare an emergency 
to exist by reason of credit expansion apd might in its discretion 
increase or decrease teserve balances required to be maintained 
against either demand or time deposits. This power was ob- 
viously designed ss protection against excess inflationary de- 
velopments that might arise out of the use of powers conferred 
in earlier sections of the act. 

7. All coins and currency issued uridi^ the authority of the 
United States were made full legal tender. This was modified 

3 For the text of the Thomas Amendment, see the Annml Report of the Fed* 
eral Reserve Board, 1933, pp. 267-268, 

* Power to issue this currency was abolished June 12, 1945. 
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by the Joint Resolution of June 5, 1933, to include specifically 
under the legal tender provisions Pederal reserve notes, Federal 
reserve bank notes, and natibhaniank notes. 

The Abandonment of Gold 

The removal of the right to export gold to support the ex- 
change value of the dollar. On April 20, 1933, an Executive 
Order was issued that had the effect of definitely repudiating 
previous actions in permitting gold to be exported to maintain 
the exchange value of the dollar at its gold parity. This order 
expressly prohibited earmarking for foreign accounts and the ex- 
port of gold or gold certificates, but the Secretary of the Treasury 
might allow the export of gold .already earmarked for foreign 
governments, foreign central banks, or the Bank of International 
Settlements. He might also authorize the export of gold for 
“other transactions which he may deem necessary to promote the 
public interest,” provided the President gave approval. This 
order marked the end, for the time being, of attempts to maintain 
the gold value of the dollar. In effect it marked the abandon- 
ment of the gold standard. 

The reasons for the abandonment of gold. Before April 20, 
the external value of the dollar was maintained within the gold 
points by the willingness of the Administration to permit gold 
exports to take place freely. To understand the reversal of this 
policy, one must turn to the Administration’s internal problems. 
When President Roosevelt took over the reins of government on 
March 4, the banking system was in a state of coUapse and busi- 
ness was almost at a standstill. By heroic and drastic efforts, 
the difficult banking situation was successfully dealt with and 
domestic confidence in banks was restored. But there remained 
the question of business stagnation, unemployment, and the bur- 
den of debt that threatened to wipe out the equities of large 
numbersof farmers, businessmen, and home-owners. Since Sep- 
tember, 1931, wholesale prices had fallen 15 p^r cent, or from 
an index of 71 to 60, while farm prices had fallen 26 per cent. 
In contrast with the favorable price behavior in countries that 
abandoned gold in 1931, the experience with gold standard prices 
in the United States was far from satisfying. It is not surprising, 
therefore, that the Administration attempted to escape further 
deflation by suspending the gold standard.* 

^ On July 3, Secretary Hull, who was attending the World Economic Conference 
of 1933, presented a statement from President Roosevelt in which he condemned 
the "i^cious fallacy^' of attempting to achieve what he called a temporary and 
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Following the abandonment -of gold on April 20, the foreign 
exchange value of the dollar in terms of gold francs fell 10 per 
cent, and during the month of - May the exchange value of the 
dollar fluctuated around 85 per cent of parity in terms of gold 
currencies. Speculative influences, operating in the light of ris- 
ing prices and the President’s rejection of American p^ticipation 
in any stabilization proposals emanating from the World Eco- 
nomic Conference early in July, drove the exchange value of the 
dollar to a discount of 30 per cent. By the latter half of Septem- 
ber, the doUar had fallen to 65 per cent of parity. But at this 
time the autumn strength of the international position of the dol- 
lar began to be felt; and during the first half of October, the dis- 
count on dollars fell to less than 30 per cent. Meanwhile the 
spring and summer spurt in business activity and prices had 
reached its peak and a recession had set in. Commodity prices 
reached their peak of 71.5 during the week ending September 23, 
and declined thereafter to 70.4 in the week ending October 21. 
Farm prices reached a high of- 62.7 in July, but had fallen to 54.2 
by the third week of October. Meanwhile, industrial production 
had declined from 100 in July to 76. Clearly the administrative 
efforts at inflation, the NEA, and the. abandonment of gold were 
proving insufiScient to produce a continuous improvement in 
business. Some new stimulus to prices and production was 
therefore in order if the promises of the Administration to pro- 
vide recovery were to be fulfilled. The fall in farm pric^ 
brought with it increased agricultural discontent. Farmers’ 
strikes appeared in protest against mortgage foreclosures. The 
pressure for inflation was increasing, and the President, in his 
broadcast speech of October 22, promised that prices would be 
rai®d. “If: we cannot do it one way, we wfll do it another,” he 
said. The specific method that he proposed to use was the low- 
ering of the gold value of ihe dollar through Ihe purchase of gold 
by the Reconstruction Finance Corporation at prices somewhat 
above the statutory price of $20;67 per fine 'ounce; ■ • 

The gold purchase plan. The first step in the accompli^ment 
of the purpose of the Administration to raise the dollar price of 
gold was taken on October 25, when the Reconstruction Finance 
Corporation announced the purchase' cff domestic mined gold at 
131.36 per fine ounce. Domestic gold miners had already been 


artificial foreign exchange stability rather than seeking , interna! monetairy man- 
agement aimed at a dollar of suitable and stable purchasing power. On this point, 
see Hodson, Slump and Recovery, 19^19S7, New York, Oxford IJniyerdty Press^ 
1938, Chapter VI. 
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permitted to sell gold abroad at a price above the statutory price 
of $20.67. This was made possible by an Executive Order of 
August 29, 1933, which authorized the RFC to receive gold from 
domestic mines on consignment for sale to domestic licensees or 
for export. Because the dollar at that time was at a discount of 
about 30 per cent in terms of the gold franc, American mined 
gold could be sold abroad at a price varying around $30 per fine 
ounce. On October 29, the RFC announced that it would buy 
foreign as well as domestic gold; and the price quoted from that 
time on was gradually raised, reaching $33.56 on November 14, 
$34.06 on December 18, and $34.45 on January 16, 1934. Actu- 
ally, only relatively small amounts of gold were purchased by 
the RFC. 

The question may be raised as to whether or not these small 
purchases of gold by the RFC were responsible for the fall in the 
exchange value of the dollar that accompanied them. For in- 
stance, the speculative outflow of short-term capital that oc- 
curred in November forced the value of the dollar to a discount 
somewhat greater than was justified in the light of the current 
price paid for gold. Later, when the speculative movement 
against the dollar was reversed with a slowing up of efforts to 
depreciate it, the exchange value of the dollar rose to a point 
considerably above its current gold price. Such differences be- 
tween the exchange value of the dollar and the price paid for 
gold by the RFC could not have occurred had the RFC main- 
tained anything like a free and effective gold market at its an- 
nounced price. One may conclude, then, that the price paid for 
gold by the RFC was more important as an indication of the 
future intentions of the Administration than as a direct de- 
terminant of the rate of exchange.® 

•The devaluation of the dollar. The Thomas Amendment of 
the AAA, of May 12, 1933, authorized the President to reduce 
the gold content of the dollar by 50 per cent. This authoriza- 
tion was optional rather than mandatory and was not at that 
time made the baas for administrative action. Instead, the gold- 
purchase policy was used in an attempt to raise prices. In Janu- 
ary, 1934, a decision was reached to try the stronger remedy of 
out-and-out devaluation of the dollar. To this end, Congress 
passed the Gold Reserve Act of 1934. The important provisions 
of this Act may be summarized as follows: * 

® Cf. Pasvolsky, Leo, Current Monetary Issues^ Washington, D. C., Brookings 
Ld^iiiition, 1933, p. 112. 

text of the Gold Reserve Act of 1934, see the Federal Reserve Bvlletin, 
February, 1934. 
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1. The title to all gold coin and bullion was vested in the 
United States Treasury. 

2. The Federal Reserve Act was amended (a) to make Fed- 
eral reserve notes redeemable in lawful money instead of gold 
certificates and (6) to require the Federal reserve banks to sub- 
stitute the use of gold certificates in place of gold in satisfying 
the reserve, collateral, and redemption fund requirements for 
Federal reserve notes. 

3. The Secretary of the Treasury was authorized, with the 
approval of the President, to “prescribe the conditions under 
which gold may be acquired and held, transported, melted or 
treated, imported, exported, or earmarked: (a) for industrial, 
professional, and artistic uses; (6) by the Federal Reserve banks 
for the purpose of settling international balances; and, (c) for 
such other purposes as in his judgment are not inconsistent with 
the purposes of this Act.” 

4. Gold coinage was prohibited and gold coin withdrawn from 
circulation and melted into bars. 

5. United States currency was made redeemable in gold only 
as permitted by regulations of the Secretary of the Treasury ap- 
proved by the President. 

6. Any Mcreases or decreases in the value of gold hdld by the 
Treasury as a result of changes in the weight of the dollar were 
to be added to or subtracted from the gold bullion holdings of the 
Treasury’s general fund. 

7. With the approval of the President, the Secretary of the 
Treasury was authorized to purchase “gold in any amounts, at 
home or abroad, * * * at such rates and upon such terms and 
conditions as he may deem most advantageous to the public in- 
terest, . . 

8. “The Secretary of the Treasury . . .' may sell gold in any 
amounts, at home or abroad, in such manner and at such rates 
and upon such terms and conditions as he may deem most ad- 
vantageous to the public interest, and the proceeds of any gold 
so sold shall be covered into the general fund of the Treasury: 
Provided however, That the Secretary of the Treasury may sell 
the gold which is required to be maintained as a reserve or as 
security for currency issued by the United States, only to the 
extent necessary to maintain such currency at a parity with the 
gold dollar.” 

9. A stabilization fund of $2,000,000,000 was established out 
of the profits of the devaluation of the dollar. This fund might 
be used by the Secretary of the Treasury,, with the approval of 
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the President, to deal in gold, foreign exchange, other instruments 
of credit, and securities. The existence of the fund and the 
powers to use it were limited to a two-year period with the power 
of the President to extend the time one additional year. Sub- 
sequently, the life of the fund was extended by Congessional en- 
actment, and was to expire in June 30, 1943. 

10. The Thomas Amendment to the AAA of 1933 was amended 
to require the President to fix the gold content of the dollar at 
not more than 60 per cent and not less than 60 per cent of its 
existing figure. This power to change the gold content of the 
dollar within the limits fixed by the act originally was to expire 
in two years, with the power of the President to extend it one 
year more if emergency conditions seemed to require it. Three 
times, however, in 1937, in 1939, and in 1941, Congress extended 
the time of this provision, to expire finally June 30, 1943. 

Under the authority of this provision, the President, by pro- 
clamation, fixed the gold content of the dollar at 15%i grains of 
%o fine gold. The new dollar, therefore, was given a gold con- 
tent equal to 69.06 per cent of its old content; and, in terms of 
the new gold dollar, the price of gold was fixed at $36 per fine 
ounce. 

The theory behind the devaluation of the dollar. The pur- 
pose of the devaluation of the dollar was clearly the desire to 
raise the internal price level. How, one may ask, might such 
action be expected to succeed? There are two approaches to 
the question. Pirst, there is what might be called the “buUion- 
ist” view that prices in terms of money merely reflect tne relativo 
values of commodities and of the gold contained in the monetary 
unit. According to this view, the decline in prices was due to a 
great increase in the value of gold resulting from an increased 
demand following the return to the gold standard. So long as 
the monetary unit is tied to the value of a fixed amount of gold, 
it, too, must have excessive value, and the level of commodity 
prices will be low. But according to this theory, if the gold 
value of the monetary unit be reduced, then the value of the 
monetary unit in comparison with everything else must corre- 
spondingly fall. This appears to have been the view of Pro- 
fessor George F. Warren, who was an ardent advocate of the gold 
purchase and devaluation plan. In advocating a reduction in 
the gold content of the doUar, he asserted that, although prices 
that had not declined would probably not rise but would be freed 
of the necessity of falling, other prices might be expected to rise. 
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in this case based its decision upon the fact that before the de- 
valuation of the dollar, Congress had legally withdrawn the 
rights of private citizens to hold gold coin. This being so, the 
plaintiff was not injured by the change in size of a gold dollar that 
he was not legally entitled to possess. 

To shut off troublesome litigation that might arise in case 
some gold clause bondholder might attempt to recover by proof 
of actual damage arising from devaluation. Congress passed a 
resolution on August 27, 1935, withdrawing the right of an in- 
dividual to sue the United States on gold clause securities. 

The Silver Question 

Falling silver prices inevitably stimulate agitation on the part- 
of silver producers that something be done to raise its value. 
Their efforts have been directed at (1) trying to bring about an 
improvement in the international market, and (2) inducing Con- 
gress to provide a bounty in the form of an artificially high price 
for silver for domestic coinage. In these efforts, the silver pro- 
ducers have frequently been enthusiastically supported by the 
inflationists, who see in an increase in the monetary use of silver 
a means of expanding the quantity of money. To make their 
arguments more palatable, the advocates of special measures for 
silver appealed for public support on the following general 
grounds: “ 

1. An increase in the value of silver would increase the pur- 
chasing power of something over one-half of the world’s popula- 
tion represented ^s being dependent upon the price of silver. 
It was alleged that this would greatly aid American export trade 
and promote recovery.^* 

2. Adding silver to the metallic money supply would greatly 
broaden the metallic base and offset the inadequacy of the gold 
iBupply. 

3. It would furnish a means of controlled inflation. 

The Thomas Amendment permitted the Treasxiry for six 
months to receive silver at 60 cents per ounce in payment of war 


For a comprehensive examinatioii of tlie_silver^uestion, eee Leavens, Dickson 
H., Silver Money, Bloomington, Ind., The Principia Press, 1939. ' Also see Leong, 
Y. S., Silver j Washington, D. C., Brookings Institution, .1933, and Westerfield, 
Eay B., Our Silver De1)acle, New York, The Ronald Press, 1936. 

Leavens, op. dt., p. 236. 

^ 12 The fact that Chhia was the only important silver standard country at this 
time was ignored. 
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debts. Under this act, 22,734,824 fine ounces of silver were taken 
on payments due June 15, 19^.“ 

On July 27, 1933, the silver subcommittee of the World Mone- 
tary and Economic Conference adopted a’ general silver resolu- 
tion, out of which arose an agreement among interested countries 
to refrain from putting large supplies of the metal on the world 
markets. Five silver-producing countries, the United States, 
Australia, Canada, Mexico, and Peru, agreed to withhold 35,000,- 
000 fine ounces of silver from the market each year. The quota 
allocated to the United States was 24,421,410 ounces, or approxi- 
mately the amount of the country’s production for the year 1932. 

Under this agreement, the President issued a proclamation on 
December 21, 1933, stating that the mints would receive for coin- 
age mto silver dollars any silver mined in the United States. 
One-half of the silver offered for coinage was to be retained by 
the mint as a seigniorage charge and the remainder returned to 
the owner in the form of coins or silver certificates. In sub- 
stance, this action provided for the purchase of the domestic out- 
put of silver at the price of 64.5 cents per fine ounce, with pay- 
ment for such purchases by the issue of silver certificates. This 
policy gave the domestic silver producers^a subsidy of about 30 
cents per ounce above the world market price. A short time 
later, the purchases under this proclamation were superseded by 
purchases under the Silver Purchase Act of 1934. 

The Silver Purchase Act of 1934. Yielding to the combined 
pressure of. inflationist Congresanen and those representing the 
silver-producing states. Congress passed thb Silver Purchase Act 
of 1934 on June 19. This act declared it to be the policy of the 
United States to increase the proportion of silver to gold in the 
country’s monetary stocks, with the objective of “having and 
maintaining” one-fourth of the monetary value of such stocks in 
silver. To^4his end, the Secretary of the Treasury was required 
to purchase silver, at home or abroad, at a price not to exceed its 
monetary value of $1.29 per fine ounce. Further, existing stocks 
of silyer in the United States were to be bought at a price of not 
over 50 cents per ounce, Silver certificates were to be issued 
against such silver to the amount of its cost, and such certificates 
were made full legal tender and redeemable in standard silver 
dollars. 

A proclamation and Executive Order issued by the President 
on August 9, 1934, required all '«ilver stocts (with a few unim- 


IS Leavens, op. dt, pp, 247-2^ 
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portant exceptions) to be turned over to the Treasury at the 
price of 50 cents per fine ounce. As a result of this nationaliza- 
tion act, approximately 113,000,000 fine ounces of silver was 
acquired by the Treasury As the foreign price of silver rose 
under the influence of the Silver Purchase Act, the President 
raised the price paid to domestic producers of silver from 64.5 
cents per ounce to 71.11 cents on April 10, 1935, and two days 
later to 77.57 cents. After January 1, 1938, however, the price 
of domestic silver was lowered to 64.64 cents. By act of Con- 
gress, the price paid for newly mined domestic silver was fixed 
at 71.11 in July, 1939. 

The effect of the silver purchase policy has been to expand 
vastly the monetary stock of silver of the United States. Be- 
cause silver dollars will circulate in small quantities only, the 
currency resulting from the silver purchases has been mainly in 
the form of silver certificates issued in amounts equal to the cost 
of the silver. Because prices paid for silver have been much 
below the statutory price of silver ($1.29), a large quantity of 
silver is available to the government for coinage or for the. issue 
of additional amounts of silver certificates should it decide to 
utilize the seigniorage this purpose. In June, 1934, when the, 
Silver Purchase Act was passed, it was estimated that 1,320,000,- 
000 fine, ounces of additional sUver wpuld have to be .purchased 
to bring the monetary silver stock up to one-fourth of the total 
metaUic monetary stock of the country. As a -result of. large 
silver purchases, the total monetary silver stocks (.coin and bul-, 
lion) on June 30, 1940, amounted to 3,100,0(K),000 ounces, with a 
mmietary value, at $1.29, of about $4,000,000,000. But with a 
gdd stock of about $22,C)(K),000,000 in 1941; to satisfy the aims 
of the law it would be necessary to have some $7,000,000,000 
"worth” of silver, or roughly 5,500,000,000 ounces. This would 
require an increase of 2,400,000,000 ounces over the amount in 
stock on June 30, 1940. Clearly there is little possibility of 
achieving the goal set in the silver purchase law, and it is to be 
hoped that the absurdity of : the silver policy has become so ap- 
parent that Congress will see fit tp repeal it. 

The United States Gold Problem 

Before the devaluation of the dollar on January 31, 1934, the 
monetary gold supply of the United' States was of modest propor- 

p. 268 . 

For an account of the consequences of the American silver policy on China 
and China’s subsequent abandonment of the silver standard in see Leavens, 
op. cit., Chapters XXVIII and XXIX. 
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tions. At that time, the world supply of monetary gold was 
roughly 12 billion dollars, of which the United States held 
about one-third. By 1941, the situation had markedly changed. 
Measured in terms of the new, smaller gold dollar, the supply of 
monetary gold in the United States had risen, in February, 1941, 
to $22,000,000,000, or over 70 per cent of the total world supply. 
In other words, die American supply of gold dollars increased 
from about $4,000,000,000 to $22,000,000,000 in a period of seven 
years. 

The $18,000,000,000 increase in our gold supply was not en- 
tirely the result of additional gold. The nominal dollar value of 
the existing gold stock was increased 69 per cent by the act of 
devaluation. This accoimted for about $2,800,000,000 of the in- 
■ crease. 

The effect of capital imports on the gold supply. During the 
banking crisis of 1932-1933 and the post-criMs depreciation of the 
gold value of the dollar preceding devaluation, sonie flight of 
American capital occurred. This was accoihplished both by the 
export of gold while legally permitted and by the failure to re- 
turn to America claims against foreign countries arising from 
exports and income from old foreign investments. 'When Presi- 
dent Roosevelt fixed the gold content of the dollar at 59.06 pa: 
cent of the old amount, public sentiment had so svotng in the 
direction of a stable price of gold as to indicate a strong prob- 
ability that further changes would be unlikely in the immediate 
future. Devaluation, therefore, became tantamount to stabili- 
zation in the public mind both here and abroad and was a signal 
for a reversal of the outward movement of American' capital. 
During the six-year period 1934^1939, at least $1,700,000,000 of 
American capital was repatriated. 

During the same period, foreigners were showing a marked 
preference for investments hi the United States^ They pur- 
diased $1,200,000,000 worth of American securities, and at the 
same time increased their holdings of American bank deposits 
and highly liquid paper by the amount of $2,600,000,000.^* In 
addition, unidentified transactions on the credit side of our bal- 
ance of payments for this period amounted to about three billion 
dollars, a large part of which is thou^t to have resulted from 
capital imports.^^ During 1940, this movement of capital into 
the country (wntinued. 

^3h addition, the Federal Reserve Bank of New York held $1,270,000,000 in gold 
imder earmark for foreign account on May 31, 1940. This gold does not appear 
as a part of the monetary gold stock of the country. 

Goldenweiser, E. A., “The Gold Problem Today,” The Federal Reserve Bvl- 
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About $900,000,000 worth of gold was added to our stock of 
gold as a result of domestic production, the reclamation of gold 
scrap, and the return of gold coin.^® 

The favorable merchandise balance and gold imports. Be- 
tween the beginning of 1934 and the end of 1940, the United 
States had a favorable balance of trade (an excess of exports of 
merchandise and services) that amounted to over 3.3 billions of 
dollars. The rise in this favorable balance was especially notice- 
able after the middle of 1937. It has resulted partially from the 
effect of the domestic slump in business in 1937-1938 and from 
war demands abroad. 

The inflation aspect of the gold problem. As long as the 
Treasury purchases gold at $35 per fine ounce and covers such 
purchases by issuing gold certificates to the Federal reserve banks, 
gold imports add to the magnitude of the country’s bank reserves. 
To prevent incoming gold from swelling the excess reserves, the 
Treasury in December, 1936, undertook to buy gold with funds 
borrowed from banks by the issue of Treasury bills. Since, with 
this procedure, no new reserve bank deposits were created by the 
issue of gold certificates against the gold so purchased, bank re- 
serves were not affected by gold imports. This practice was 
abandoned in 1938, however, to increase excess- reserves in an 
attempt to combat the recession in business of 1937-1938.^* 

Fortunately, the size of bank reserves has been but little af- 
fected by the increase in the number of dollars arising from de- 
valuation. Two billion dollars of the gold profit was placed in 
the Stabilization Fund, the bulk of which has been untouched. 
Of the remainder, about $600,000,000 was used in July and Au- 
gust of 1935 to retire the United States bonds backing the na- 
tional bank notes. To accomplish this, gold certificates were 
deposited with the Federal reserve banks and the Federal re- 
serve notes issued to replace retired national bank notes thus 
absorbed- this part of the gold profit without inflationary conse- 
quences. 


letin, Januajy, 1940. Also, for an examination of this question, see Harris, S. E, 
“Gold and the American Economy,” Review of Economic Statietics, February, 
1940; and Graham, P. D, and Whittlesey, Chas. R., The Golden Avalanche, 
Princeton, N. J., Princeton University Press, 1939, Chapter III. 

Goldenweiser, oj>. dt. 

One should notice that purchases of silver as well as gold purchases tend to 
increase the reserves of the banking system. As a result of the silver-buying 
policy inaugurated in 1934, silver certificates to the amount of over one billion 
dollars have been i®:ed. These certificates are placed in circulation and replace 
other currency. 
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The problem of excess reserves. On June 1, 1940, the excess 
reserves of member banks stood at an all-time high of $6,770,- 
000,000. Excess reserves of such magnitude present a serious 
question of credit control. Had the reserve banks disposed of 
the whole of their holdings of government securities, excess re- 
serves of over $4,000,000,000 would have remained. Had the 
Board of Governors raised the reserve requirements to the maxi- 
mum permitted by law, about $900,000,000 more of the excess 
reserves would have been absorbed. As things stood in 1940, 
therefore, it was clearly beyond the powers of the Federal reserve 
authorities to reduce excess reserves below 3 billion dollars. For 
this reason, the Board of Governors proposed in January, 1941, 
that its powers over member banks’ reserve requirements be 
expanded. Nothing came of this highly desirable proposal, 
owing to the government’s opposition to any action threatening 
to increase the cost of the rearmament and defense program.®* 

The growth of deposits and the danger of inflation. Not only 
have the excess reserves of the banking system reached unprece- 
dented heights as a result of the tremendous increase of our gold 
supply, but also the volume of bank deposits has reached new 
records. More particularly, in December, 194Q, the -demand 
deposits of member banks stood at $30,429,000,000. This was 
83 per cent higher than the volume of such deposits at the end 
of 1929. Because of an abnormally low velocity of money, the 
low level of prices continued into 1941. As the war program 
leads to brisk business improvement, an increase in velocity of 
the present supply of deposits may support a serious price infla- 
tion. Gold imports have directly contributed to this increase 
in deposits. There is need, therefore, for adequate protection 
against the possibility of velocity inflation as well as for means of 
controlling added expansion on excess reserves. 

The economic cost of our gold imports. Warnings have not 
been lacking that the United States is engaged in the grossest 
form of economic folly when it continues to buy such excessive 
amounts of gold at the high price of $35 per ounce. Because the 
w’orld is off the gold standard, the natural forces tending to re- 
verse the flow are absent, and we may expect to receive all of the 

20 Some have proposed that gold be paid out into circulation and the ban on 
gold hoarding be lifted as a means of absorbing part of our excessive gold stocks. 
Such suggestions have little merit. It is questionable whether hoarding, if per- 
mitted, would absorb any very substantial part of the gold supply. To replace 
Federal reserve notes in circulation with gold certificates would lower the reservO 
ratio of the reserve banks but would in no way meet the problem of member bank 
excess reserves. 
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current and future gold output of the whole world, in addition 
to its present stocks. Moreover, there is the strong possibility 
that the world which emerges from the present war may be one 
which not only will be unable to afford the luxury of the gold 
standard but also may be so far divorced from the prewar ideas 
of free international exchange as to make the .use of gold as 
money out of the question.^^ The United States, therefore, will 
find itself the owner of the world’s gold supply, which will have 
been effectively demonetized by the rest of the world. The out- 
look in such a case would be dismal indeed. However, it is im- 
possible to judge the future of gold in any very accurate manner. 
One must keep in mind that “demonetization” of gold is not the 
same as the abandpnment of the gold standard. The latter- has 
quite generally resulted in the development of “sliding gold pari- 
ties,” as was the case in England in 1932-1939, when the Equali- 
zation Account bought and sold gold although at prices which 
varied to permit freedom to the domestic price structure. De- 
monetization, on the other .hand, would mean the refusal of coun- 
tries to accept gold in international settlements.*^ The haste 
with which European countries dispatched large quantities of 
gold to the United States indicated a desire to safeguard gold 
consistent with a wish to husband gold resources. One cannot 
forecast the feelings of such countries toward gold, however, after 
they have exchanged the bulk of their supply for goods. Fur- 
ther, a Europe dominated by totalitarian states committed to the 
principle of the abolition of free capitalism, of which gold is at 
least a relic, might increase the prospect for the genuine demone- 
tization of gold. But this is by no means a foregone conclusion. 
R^ardless of the political and economic set-up, international 
trade is stUl necessary, and experience with controlled exchange 
and barter agreements may yet produce a reaction, even among 
totalitarian powers, in the direction of recognizing some of the 
advantages of gold as an international monetary commodity. 

Proposals to stop gold imports. Gold imports have resulted 
from (1) the search for security, (2) the quest for the better 
profit prospects offered by .the Upited States, and (3) the pur- 
chase of our export excess. None of these causes will be likely 
to disappear until peace and economic order are restored abroad. 
The simplest way to terminate gold imports Would be for the 
Treasury to cease altogether its purcha^ of gold. This policy 

' I I ^ 

* 21 Cf . Gr^iham and WMttlesey, o'p, dt. ^ 

22 Cf. Heilperin, M. A., Intermtioml Momtary E<xmomi68f New York, Long- 
mans, Green & Co^ 1939, pp. 176-178. 
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would certainly cause a sharp rise in the foreign exchange value 
of the dollar. Foreign exchange rates would be cut loose from 
the stabilizing influence of gold shipments and, without freedom 
to borrow dollars or to purchase them with gold, short-run sta- 
bility of exchanges would become iihpossible.^® 

More support is to be found for the gradual lowering of lihe 
price of gold. This procedure would tend to check gold produc- 
tion and lessen the gold supply available for sale to us.®'* An- 
other argument in fayor of lowering the price of gold is. found in 
the fact that it would reduce the present undervaluation of the 
dollar and tend to reduce the magnitude of our export excess.^® 
Yet anothet method of achieving the same end would be the levy 
of a tax upon gold imports. This, it is claimed, would reduce 
the attractiveness of importing gold while preserving the ad- 
vantages (if any) of a high domestic price for gold. 

28 In support of this view, see Harris, op, dt. For a contrary view, see Graham 
and Whittlesey, op, ciL, Chapter XI. 

2^ Out of total gold imports of $11,129,000,000 during 1934^1940, about $6,691,- 
000,000 represented gold production outside of the United States. United States 
Department of Commerce, Survey of Current BusinesSj May, 1940, p. 9. 

25 For a development of this view, see Harris, op. dt. 



Chaptee' XLVil 

MONETAHY POLICY: INDEPENDENT 
CUPRENCIES VERSUS AN 
INTERNATIONAL STANDARD 

T he nineteenth century saw the flowering of modern laissez 
jaire capitalism. The foundations of this development were 
to be found in a tremendous growth of international trade ac- 
companied by rapid expansion of international lending. The 
whole structure was tied together and articulated by a common 
international standard of value, namely, gold. The gold stand- 
ard, of course, required that price levels throughout the world 
move together in harmony. Failure of prices in one country to 
keep step with prices elsewhere brought a disturbance to the bal- 
ance of payments, which in turn caused appropriate corrections 
in the price level. The general world movement of prices, to 
which the price levels of individual countries had to conform, 
was determined in the long run by the monetary supply of gold 
in relation to the monetary requirements. The short-run or 
cyclical price movements were governed in part by cyclical de- 
velopments in different parts of the world economic structure. 
Particularly, however, the short-run price movements before 1914 
were to a considerable degree under the influence of the London 
money market and the Bank of England. This condition arose 
from the predominant place of the British money market in 
financing international trade, its importance as an international 
loan market, and the central position of the English merchant in 
world trade. The monetary policies of the Bank of England, 
therefore, tended to be imposed upon the remainder of the world. 
Some writers have chosen to describe the situation as one in 
which the Bank of England managed the gold standard. Its 
management, however, was primarily designed to preserve an 
adequate supply of gold reserves rather than to achieve any such 
lofty aim as “stability,” which characterizes modem plans for 
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monetary management. In any event, the prices of the various 
countries were compelled to follow the general world trend. 

An international monetary system. An international stand- 
ard requires a commonly recognized and acceptable money. 
Historically, the only money to achieve wide acceptability has 
been one consisting of the precious metals, with gold preferred in 
modem times. But this does not necessarily mean that an inter- 
national monetary unit must be gold or silver. If confidence in 
international relations exists, it is quite possible that an incon- 
vertible paper unit of recognized purchasing power within some 
powerful trading country might become an international unit for 
making settlements between coimtries. We have seen this fact 
well illustrated in the use of the paper pound by the Sterling 
Bloc during the period 1931-1939. 

Difficulties arising imder an international gold standard. The 
gold standard, though working weU as an international standard, 
at least part of the time, was subject to two serious defects. 
First, it was exposed to long, sweeping changes in world price 
levels arising from a failure of gold to expand at a rate corre- 
sponding to monetaty requirements. Second, the gold standard 
not only failed to give protection against cyclical price fluctua- 
tions but in some instances it tended to accentuate them. This 
was especially true in periods of acute deflation, when a general 
loss of credit confidence led to money panics and forced credit 
liquidation. The results of such a liquidating movement were 
seen in the collapse of the gold standard after 1929. Doubt as to 
the desirability of the international gold standard began to be 
expressed in some quarters before the restoration of gold in the 
early and middle 1920’s. The subsequent collapse of the gold 
standard has strengthened this view, until now many economists 
believe that only by adopting an independent national currency 
can modern monetary problems be met. 

The Case for Monetary Nationalism 

The case for monetary nationalism (or independent paper cur- 
rencies) rests primarily upon the belief that unemployment and 
eyclical fluctuations of the modern business world can be satis- 
factorily met only by a controlled and independent currency sys- 
tem. The gold standard, as is well known, requires that prices 
within the individual countries adjust themselves to harmonize 
with world prices. This result requires reasonable flexibility of 
the whole internal price structure if the strains and disturbances 
associated with wide dispersion of individual price movements 
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axe to be avoided. .The more readily the internal price structure 
adjusts itself to necessary changes, the greater the success of an 
international monetary standard such as gold. "But there is 
reason to believe that prices may not be sufficiently flexible in 
the modern economic world to make the international gold stand- 
ard tolerable. To support this view, one may refer to the ex- 
periences of the decade that began in 1929, when in fact the gold 
standard suffered a complete collapse. In addition, there is evi- 
dence tending to show that price rigidity is inevitably increasing. 

The question of increased rigidity of prices. Several reasons 
may be cited for believing that the price structure of the modern 
world is becoming more rigid. Tirst, there is undeniably a 
marked trend toward increased governmental interference in eco- 
nomic affairs. This takes the form both of price-fixing and of 
an expansion of direct governmental action in economic fields. 
At best, prices controlled by the government are but tardily ad- 
justed to general price movements. When price control is used 
to maintam prices of agricultural products, government agencies 
are notoriously biased against price reductions because of politi- 
cal considerations. Moreover, the expansion of the scope of gov- 
ernment services furnished to the public tends to saddle upon 
the business conummity a rigid tax burden that cannot be ad- 
justed to commodity price changes.^ 

Second, the growing power of unions, with their emphasis upon 
toe maintenance of existing wage rates during depressions, adds 
a powerful influence to other forces leading to rigidity of costs. 
Whai such rates are supported by unemplo 3 Tnent benefits paid 
by toe government, toe tendency toward rigidity is further 
strengthened. 

. Third, in modern economic society, large-scale business enter- 
pri^ is the inevitable result of modem technology. The growth 
of large-scale business imits reduces toe potential number of 
competitors operating within any given market, and encourages 
the formation of price-fixing agreements and toe adoption of 
other methods of avoiding competition. In industries dominated 
by a few large-scale firms, a decline in demand is likely to be 
met with a fall of output rather than by a lowering of prices. 
“Administered” prices, in which toe seller fixes his price and 
sells what he can at that price, are common both in fields domi- 
nated by large firms and among all products bearing a brand or 
other distinguishing mark. Although “administered” prices do 

^ Cf. Gayer, Arthiir D,, Monetary Policy and Economic Stabilization, New York, 
The Macmillaja Co^ 1935. pp* 3lr41, ^ ' s 
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fluctuate, they tend to move more slowly and through a narrower 
range than do prices fixed in markets where numerous traders 
deal in standardized, non-differentiated goods.^ 



Chart 43. Contrast op Sensitives and Insensitive Prices, 1837-1846. Eepro- 
duced from The Annalist, Feb. 4, 1938, by permissioa of the New York Times, 

Evidence of the growth of price rigidity is seen by some in the 
behavior of pieces during the period 192^1938. Evident sticki- 
ness is taken. as an indication that the growth of large-scale pro- 



Chart 44. Contrast op Sensitive and Insensitive Prices, 1870-1879. Eepro- 
duced from The Annalist, Feb. 4, 1938, by permission of the New York Tim^s, 


^For an examination of this question, see Gardner C. Means^ "Price InflexibiKty 
and the Eeqnirements for Stabilizing Monetary Policy,” American Statistical As^ 
eodation Journal, June, 1985. 
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duction has been responsible for reduced flexibility of prices. 
This conclusion has been challenged, however. An examination 
of the behavior of prices over the past 100 years shows that dur- 



Chabt 45. Contrast of Sensitive and Insensitivb Prices, 1890-1899. Repro- 
duced from The Annalist, Feb. 4, 1938, by permission of the New York Times. 


ing acute depressions violent changes have occurred in prices 
of “sensitive” commodities while the prices of “insensitive” com- 
modities have shown relatively little change. This result sup- 
ports the view that the appearance of insensitive prices showing 
marked cyclical stability is by no means a new phenomenon, and 
that the increase in large-scale production is therefore not to be 
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Chart 46. Contrast op Sensitivb and Insensotve Prices, 1928-1937. Repro- 
duced from The Annalist, Feb. 4, 1938, by permission of the New York Times. 
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blamed for tbe existence of insensitive or rigid prices since 1920. 
During the period 1926-1933, numerous examples may be cited 
of commodities that were produced by comparatively large and 
few concerns and that fell in price more than did the average 
of all commodities. These commodities include rubber tires, 
rayon, petroleum products, meats, and copper. On the other 
hand, the prices of apples, alfalfa seed, bakers’ bread, vinegar, 
canned vegetables, boots and shoes, overcoats, coal, cement, brick 
and tile, paint, house furnishings, tableware, and paper and 
paper boxes fell relatively little, although these products are pro- 
duced by comparatively small-scale and numerous producers. 
The contrast between sensitive and insensitive prices in four 
depressions is shown in Charts 43-46.*' The prices during the 
periods represented in the charts were divided into four equal 
groups on the basis of their decline from the beginning of the 
period to the low date. Commodities whose prices were thus 
classified included all of those appearing in the most compre- 
hensive wholesale price indexes of each period. The sensitive 
and the insensitive prices shown in the charts are the average 
prices of the groups showing the greatest and the least decline, 
respectively. It would be unreasonable to hold that inflexible 
debts, prices, wages, and tax burdens did not constitute a serious 
impediment to the restoration and maintenance of economic 
equilibrium under the gold standard. Nevertheless, in the light 
of Mr. Tucker’s evidence, one may very properly doubt the 
complete validity of the often heard and popular assumption 
that new and growing inflexibility in prices, caused by the ex- 
tension of large-scale production after the First World War, made 
the postwar gold standard unworkable. The breakdown of the 
gold standard after 1929 may more properly be laid to the vul- 
nerability of many, countries to the unusually severe deflationary 
forces in operation than to any sudden increase in price inflexi- 
bility. 

Economic stabilization and independent ciurrencies. Present- 
day discussion of monetary policy centers around the problem 
of how to achieve full employment and economic stability. The 
proper approa<fli .to this problem is generally held to be along the 
road towM'd stabilization of prices and control of the discount 
rate. These, goals are designed to smooth out fluctuations in 
investment, and to bring about and maintain an equality between 


: . ^^€0 Blifti? Sls^ntial Historical Facts About ^Sensitive^ and 

The Annalist, February 4, 1938. 
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saving and investment. Adherence to an international gold 
standard requires that internal prices and discount rates be 
adjusted to conform to the requirements of outside price move- 
ments and trade balances. Disequilibrium in the balance of 
payments under the gold standard is corrected in the last analysis 
by adjustments in the price level. In the view of some econo- 
mists, this introduces an almost insuperable barrier to attempts 
at domestic stabilization. On the other hand, these economists 
believe that flexible exchange rates furnish a painless and swift 
method of restoring equilibrium in the balance of payments. 
Many advocates of monetary management, therefore, reject en- 
tirely all thoughts of an international monetary standard such as 
gold.^ They shed few tears over the abandonment of the gold 
standard because they believe that a growing rigidity of prices 
and other developments have made its maintenance impracti- 
cable anyway, regardless of attempts at management. 

An independent currency system, under which the internal 
price level is stabilized while world prices fluctuate, necessarily 
requires flexible and fluctuating exchange rates. Those who hold 
that the only hope of achieving internal stability lies in the 
adoption of an independent currency believe that the choice lies 
between unstable internal prices with stable exchange rates and 
stable internal prices with unstable exchange rates.® The choice 
of a free independent currency instead of an international stand- 
ard is, therefore, not an unmixed blessing, for it offers an oppor- 
tunity to exercise greater control over domestic prices and interest 
rates at the price of exchange stability, one of the most significant 
benefits of the gold standard. 

Domestic Stabilization Under an International Standard 

The advocates of monetary nationalism believe that an inde- 
pendent currency is a prerequisite to successful monetary man- 
agement. This opinion is based on the belief that international 
monetary stabilization is impossible, and that independent action 

^ Cf. Bernstein, Money and the Economic System, Chapel HiH N. C., University 
of North Carolina Press, 1935, pp. 463-464, and Whittlesey, Charles R., Inters 
national Monetary Issues, New York, McGraw-Hill Book Co., 1937, for two 
American writers who emphatically reject the international gold standard. 

® Of course, if the rest of the world were also to adopt a successful policy of 
stable prices, stable exchange rates might be possible in the face of domestic 
stabilization efforts. Cf. Keynes, Monetary Reform, New York, Harcourt, Brace 
& Co., 1924, pp. 167-168. For an excellent discussion of the connection between 
international monetaiy and price relationships and a policy of stabilization, see 
John H. Williams’ ^^tematiimaJ Monetaiy Organizaticm mid PoMcy” in Lessons 
of Monetary Experience, New York, Farrar & Rinehart, 1^7, Arthur D. Gayer, ed. 
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by one country alone requires the freedom that can be provided 
only by an independent currency. Before accepting this claim 
at full face value, one must inquire more fully into the possibili- 
ties of (1) domestic control while operating within an interna- 
tional monetary system and (2) international co-operation. 

Secular price trends and domestic stabilization. Any attempt 
under the gold standard to regulate the price level of a single 
country so that it will run counter to the secular trend of world 
prices must sooner or later fail. If world prices are rising, stable 
domestic prices would eventually tend to impose an intolerable 
supply of gold upon the domestic banking system. On the other 
hand, if world prices are falling, stable domestic prices must 
sooner or later cause such a loss of gold by the domestic banking 
system as to require the abandonment of the gold standard. But 
this is not of such vital importance as might appear at first 
thought, for the primary problem of stabilization has to do with 
relatively short-run cyclical price movements. 

Domestic cyclical stabilization and the gold standard. Con- 
trary to the common assumption of those advocating an inde- 
pendent currency system, a considerable measure of control over 
cyclical fluctuations remains in a domestic monetary authority 
in spite of an adherence to an international monetary system. 
First, booms that originate within a country can be as effectively 
counteracted under the gold standard as on inconvertible paper. 
Similarly, recessions originating at home can be met with the full 
battery of monetary weapons regardless of whether gold or paper 
standards are in use. But, one may ask, what becomes of sta- 
bilizing efforts when cyclical disturbances arise from the outside? 
At such a time, a decline in domestic prices and business activity 
will be inevitable under the gold standard. The degree to which 
the domestic economy will suffer depends, of course, upon the 
relative importance of foreign- trade. But even under the gold 
standard, monetary authorities are not entirely helpless in the 
face of world-wide depression. A lowering of interest rates 
through open-market operations of the central bank may be 
expected to have a stimulating effect on investment. If supple- 
mented by public works expenditures, the domestic economy 
could be stimulated regardless of the adherence to gold.® Incon- 
vertible paper would, of course, offer two advantages over gold 
in this connection. First, it offers the rather questionable op- 

Cf. Keynes, Treatise on Money, New York, Harcourt, Brace & Co., 1930, Vol. 
H, pp. 37^76, for a recognition of this point. 
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portunity to stimulate exports by resort to exchange depreciation. 
Second, it would avoid the deflationary consequences of a loss of 
gold arising from an excess of imports due to a revival of business 
and a rise in domestic prices. But gold losses due to business 
revival need not be serious, for a rising security market and im- 
proved profit prospects will attract rather than repel foreign in- 
vestments. Even though some gold losses do occur, they need 
not prove detrimental to recovery so long as- they do not exceed 
the power of the central bank to meet them out of excess reserves. 
For this reason, a proper distribution of the world's gold reserves 
is a desirable thing if cyclical stabilization is to be sought. One 
can hardly concur with the smug and oft-repeated statement of 
advocates of independent currencies that cyclical stabilization 
by monetary means is entirely impossible under an international 
standard. Nevertheless, the advantage in this regard clearly 
rests with inconvertible paper. This is especially well indicated 
by the experience of the 1931-1936 period, when the abandon- 
ment of gold contributed heavily to the success of attempts to 
promote recovery. 

Monetary Management Through International Co-operation 

Some difficulties of international co-operation. The case for 
independent currencies rests largely upon the proposition that 
international co-operation is unable to produce a satisfactory 
international currency. Some reasons for lack of faith in such 
ep-operation are: 

1. Nationalism presents a powerful barrier to anything like 
effective co-operation among nations on matters of monetary 
policy. One need but recall the criticism in some quarters of 
attempts by the Federal Reserve System to co-operate on mone- 
tary policy with foreign central banks during the restoration of 
gold in the 1920’s to realize the practical difficulties that exist. 
Jealousy, fear that the interests of foreign countries do not co- 
incide with one’s own, and popular distrust of “foreign theories” 
all complicate the problem of co-operation. 

2. Even if an international monetary agreement could be 
reached, the gold standard itself knot entirely amenable to man- 
agement. Gold output rises and falls withoqt regard to mone-, 
tary requirements. Hoarding and industrial demands for gold 
cannot be controlled. There is the potential menace of capital 
flight from, any countiy whose currency comes under suspicion. 

3. Genuine differences in the economic ^nation in the several 
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countries may require different monetary policies in order to 
achieve full employment and stability in each. An example of 
this is the problem raised in respect to countries that enjoy 
different rates of economic progress. A monetary, policy suited 
to a country in which economic efficiency is advancing rapidly 
would be objectionable in a coimtry in which improvements are 
appearing more slowly. 

Even though all of these objections are serious ones, they do 
not rule out entirely the possibility of international monetary 
co-operation. Nor should the fact that current circumstances 
make the prospects of such co-operation at the moment ex- 
ceedingly dim prevent serious consideration of the problem. If 
any genuine improvement in economic affairs is to be accom- 
plished through rational methods, long-run aims cannot be dis- 
missed merely because they are momentarily impracticable. 
Little of genuine value is likely to come out of temporization on 
the basis of short-term situations alone. 

Possible methods for international co-operation. Once seri- 
ous attempts at international co-operation become possible, sev- 
eral methods of action present themselves. 

1. Discount and open-market policies of the important central 
banks can be utilized to regulate credit conditions within their 
respective countries. If price stabilization is chosen as the goal, 
the combined efforts of the central banks should be able to check 
unhealthy expansions. Depression, in turn, may be offset by 
easy money policies; and, if international co-operation is seri- 
ously followed, public works by government action should assist 
in promoting revival 

2. In support of the central banks’ instruments of credit con- 
trol, international agreement may well be used to change the gold 
content of the several currencies whenever the gold output 
threatens to become too small or too large and so to interfere with 
the credit policies of the central banks. If the gold content of 
all currencies is shifted proportionately, there will be no inter- 
ference with the international character of the world’s monetary 
system;^ 

3. Measures ought to be taken to protect the monetary system 
of each country from unnecessary and excessive gold drains that 

^ Professor R. A* LeMeldt <moe proposed that the long-nm changes in the value 
qi gold inigh.t be avoided by mtemational control of the output of the world^s 
gold mines. Gold, Prices, and the Witwatersrand, London, P. S. King Son, 
Ltd., 1919, Chapter V. 
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might impose a drastic and undesirable liquidation of prices and 
credit. Gold points might be widened by establishing a greater 
spread between the buying and selling prices of gold of the cen- 
tral banks. This policy would introduce greater “give” to the 
exchange rates and thus allow more room for short-run disequi- 
librium in the balance of pa 3 unents before gold would move.* 
Critics of this proposal, however, feel that the advantages would 
be offset by an undesirable increase in short-term balances. An 
adverse balance of payments in one country under the gold stand- 
ard leads to the inflow of short-term capital into that country. 
With wider gold points, the incentive to accumulate such bal- 
ances would become still greater. The encouragement of such 
short-term balances, though economizing on gold movements 
when disturbances to the balance of payments are seasonal and 
temporary only, may create a greater threat to the maintenance 
of gold pasunents in case the adverse balance out of which they 
are built develops into a basic non-seasonal one.® 

4. Yet another possibility, and in many ways a more signifi- 
cant one, is that some international reserve bank, holding part of 
the central banks’ gold reserves, might offer rediscount or loan 
facilities to banks whose reserves are threatened by gold drains. 
Central banks whose gold reserves were reduced to the point 
wh«re some multiple credit liquidation threatened might borrow 
to meet their adverse clearing balances. Such banks would then 
be free to institute internal credit restriction equal to the adverse 
balance, rather than to some multiple thereof. This arrange- 
ment would permit the inaugmation of forces leading to correc- 
tion without the multiple liquidation of credit that may precipi- 
tate serious deflation. Indeed, a necessary part of international 
credit policy based upon co-operation of central banks is an ex- 
pansion in purchasing power within a country equal to its favor- 
able. balances and a- decrease equal to any adverse balances that 
may be suffered.^® 


® Cf. Keynds, Treatise on Money, VoL II, pp. 319-331. 

®Cf. Whittlesey, International Monetary Ismes, pp. 115-117. He holds that 
the correct way to eliminate speculative short-term balances (not based upon 
fear of abandonment of gold) is to abolish ihe gold points altogether. In con- 
trast to this view, Hayek suggests that such speculative short-term balances may 
be eliminated by eliminating the spread between the gold points. This could 
be simply accomplished by having central banks buy and sell foreign exchange 
freely at fixed rates, while undertaking to, pay the costs of gold shipments. See 
his Monetary Nationalism and International Stability, New York, I/ongmans, 
Green & Co., 1939, pp. 34-85. 

Cf. Hayek, op, cit,, pp. 86 and 89-90. 
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Some Objections to Independent Currencies 

The inflationary bias of flexible exchanges. Stressing cost 
and wage rigidities as the essential reason for the need for an 
independent currency, the advocates of such a currency are pri- 
marily concerned with the desirability of avoiding the depressing 
effects of price deflation. Because of this, the pursuit of a na- 
tional pohcy of stabilization may lead to the development of an 
inflationary movement in domestic prices. 

Let us suppose, for example, that a country using an inde- 
pendent currency system develops an adverse balance of pay- 
ments because of a decline in the foreign demand for some of 
its exports. Under an international standard, corrections would 
occur in the form of a decline in internal prices, with the greatest 
decline occurring in those commodities whose foreign demand 
has diminished. But with an independent paper standard, the 
restoration of equilibrium will occur through a rise in the foreign 
exchange rates. The rise in foreign exchange rates wiU. (1) 
prevent a fall in the prices of the export commodities whose de- 
mand has declined, (2) increase the cost of imports and therefore 
reduce their volume, and (3) stimulate exports whose foreign 
demand has not diminished. All of these results give encourage- 
ment to domestic industry. With lagging costs, those industries 
whose prices actually advance will receive unusually large profits, 
and a general expansion will tend to develop. Unless the mone- 
tary authority, therefore, tahes stern restrictive measures, a do- 
mestic boom, with its well-known self-reversing characteristics, 
will result. But the rise in foreign exchange rates, with its in- 
flationary effect on the domestic economy, was permitted in order 
to prevent a fall in prices in that branch of the export trade whose 
foreign demand had fallen away. Any credit restraints designed 
to hold in check the threatened rise in the general domestic price 
level wiU' necessarily cause a fall in the price of exports for whose 
benefit a flexible exchange rate is designed. Smce it is the an- 
nounced purpose of the monetary nationalism to avoid reducing 
prices and wages because of a change in the international situa- 
tion, it is difficult to believe that appropriate deflationary meas- 
ures would be adopted by the monetary authority.^^ 

The above source of economic instability, which seems inher- 
exii in attempts to escape deflation by the use of independent 
currencies with flexible exchange rates, must be set against the 


i^Qf. Hayd£» Monetary NationaUsm and International Stability, pp, Z^-5S, 
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expected gains. In case the fall in demand applies to all exports, 
owing to world business depression, this source of disturbance 
becomes unimportant. In such a case, the inflationary aspects 
would be overshadowed by general deflationary conditions. 
Since it is with this last contingency that monetary management 
is vitally concerned, the advantages of monetary management 
should outweigh the disadvantage discussed above. 

Independent currencies and long-term lending. Perhaps the 
gravest criticism of independent currencies concerns their effect 
upon international capital movements. Both long-term and 
short-term capital movements will be influenced by a shift from 
the gold standard to independent currencies. The reason for 
this lies in the inevitability that pure paper currencies will be 
accompanied by fluctuating exchange rates. But when the haz- 
ards of uncertain exchange rates are added to the ordinary haz- 
ards of foreign long-term lending, it may well be that such lend- 
ing will be sharply curtailed. If so, this is a serious basis for 
criticism of independent standards. Modern capitalism has 
reached its high level of effeetivenes! through international divi- 
sion of labor supported by generous movements of capital from 
the older areas into the undeveloped, frontier areas. ' The stag- 
nation in world economy after 1929 to no small extent can be 
blamed upon a drying up of international lending. The aban- 
donment of an international standard, such as gold, may be ex- 
pected to furnish an added barrier to such lending. 

Advocates of independent currencies, however, refuse to be 
impressed with the danger to foreign lending. First, they admit 
that the gold standard, with its stable exchange rates, may have 
performed yeoman’s service during the nineteenth century, while 
capitalism was growing to maturity, but point out that today that 
growth is tapering off. As a result, international capital move- 
ments are no longer so essential . In fact, there is some evidence 
that modem capital movements are of slight advantage. Much 
of the lending done durii^ the 192(ys went for unproductive 
uses, with subsequent emlMarassment to borrower and lender 
alike. Moreover, there seems to be a spreading disbelief in the 
ability of a lending country to adjust its balance of payments 
readily in the face of a sizable expansion of foreign loans. This 
fear of disturbance to the lending countiy’s balance of paym^ts 
is closely associated with the idea that prices and costs are grow- 
ing in rigidity. From this line of reasoning it is concluded that 
Icdssez jaire in international leading is undesirable. Further, it 
is noted that the workers in a country leiKliog abioad are being 
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deprived of higher incomes at home for the benefit of workers 
abroad In other words, while capital may be more productively 
employed abroad, it by no means follows that the welfare of the 
population at home is actually bettered.'^® 

Advocates of independent currencies, however, will not always 
admit the validity of the common assumption that long-term 
lending must languish in the absence of the international gold 
standard. They see as causes of the decline in foreign invest- 
ment of the 1930’s such things as. the world-wide depression, 
trade barriers, former losses, and, to a lesser extent, fear of fluctu- 
ating currencies. Foreign loans are customarily expressed in 
terms of the lender’s currency. Since this is so, it matters little 
to the purchaser of foreign securities of this type whether or not 
the lending or the borrowing country is using an independent 
currency. So. long as he is assured of a fixed amount of his own 
currency in payipent, the lender can ask for nothing better either 
at home or abroad.. The borrowers, however, are in such a case 
exposed to the danger of fluctuating exchange rates. Yet even 
here there need be no serious dMiger. If the lending country 
has an independent currency, there is small likelihood that it 
will suffer any marked deflation of prices. Therefore, there 
seems to be little risk that the exchange rate on the, lending 
country will rise sufiSciently to increase the debtor’s btirden to 
any serious degree. On the other hand, if a fall in the mcehange 
value of the borrowing country’s currency in terms of the lender’s 
currency should occur, it would presumably be due to a rise in 
prices within the debtor country. But such rising prices would 
provide windfall profits of suf&cient magnitude to offset the ad- 
verse exchange rates. Finally, foreign investment need not take 
the form of fixed-ineome-bearing securities. Investinent in for- 
eign stocks and property is by no means uncommon. On such 
investments there seems to be no reason to expect prohibitive 
hazards arising out of fluctuation in exchange rates.“ 
Independent currencies eind short-term capital movements. 
The collapse of the gold standard after 1929 was in no small 
measure immediately due to the flight of short-term balances 
from countries whose monetary systems came under suspicion. 
Attempts to withstand this flight led to highly deflationary pres- 
sure and caused the serious forced credit liquidation. These 

Ke 3 nies, Tr^m on Money, Yol. IT, pp. 306-315, Also see Whittlesey, 
International Monetary pp. 150-152. 

a competent development of this whole argnment, see Whittlesey, op. 

Ifi. 159-170. 
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short-term balances are a natural and indispensable part of the 
international banking mechanism. Their volume, however, in- 
creased during 1929 and 1930, owing to the unwillingness of 
lenders to tie themselves to long-term commitments. After the 
panic had seized the international financial markets during the 
years 1931-1932, the volume of short-term balances was still 
further augmented by the action of frightened individuals who 
sought refuge from the hazards of holding their own currency in 
converting it into liquid holdings abroad. 

Advocates of the use of independent as contrasted to an inter- 
national currency profess to see no way to avoid a repetition of 
the experiences of 1929-1933 save by a complete abandonment 
of the gold standard. Only thus, it is said, can fear be rendered 
impotent to disturb the stability of a counters economic system. 
The adoption of an independent currency and flexible exchanges 
would reduce the accumulations of short-term foreign exchange 
balances by removing the fixed gold points that make possible 
the accumulation bf bankers’ arbitraging balances. With inde- 
pendent currencies, the bulk of the short-term balances would 
be those of exchange speculators. The very hazard of holding 
foreign exchange in the face of flexible exchange rates would tend 
to discourage the practice. 

Advocates of independent currencies are inclined to dismiss 
lightly the fact that such currencies may be and have in fact 
been the object of speculative movements of great magnitude 
arisiag from the flight of capital. They hold that experience 
with gold during the last few years shows that it, too, is exposed 
to the pressure of capital flight in times of depression. But 
this is hardly a fair picture of the relative susceptibility to capital 
flight of the two t3q)es of currency. Inconvertible paper cur- 
rency, unless carefully managed and protected, is always exposed 
to the danger of capital flhght. Gold currencies, in normal 
times, are not so exposed to speculative pressure. It is only in 
time of acute depression that they come under suspicion. 

In conclusion, the flight of capital was responsible for much 
trouble during the period beginning with 1931. It is unlikely, 
however, that the abandonment of gold offers any remedy for 
this danger. Speculative pressure, which may reach very large 
and disturbing proportions, is a constant threat to free exchange 
rates based upon' independent currencies. Such exchanges are 
exposed to every breath of suspicion that arises, and are, there- 
fore, subject to violent and unpredictable fluctuations. Satis- 
factory ^ort-run stability of exchanges cannot be expected 
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without resort to some form of exchange control mechanism, such 
as the stabilization funds with whose operations we are already 
familiar. But the resort to exchange control to check short-run 
exchange fluctuations introduces complications in the problem 
of obtaining the maximum benefits from the use of an inde- 
pendent paper currency to combat a general depression. Efforts 
to induce internal prices to move contrary to the movement of 
prices abroad must be coupled with a conscious depreciation of 
the exchange value of the domestic currency if the best results 
are to be obtained. But exchange depreciation as an instrument 
of national policy has serious objections. Any actual undervalu- 
ation .of the currency, whether intentional or unintentional, will 
stni further disturb the economies of foreign countries. More- 
over, any depreciation of a controlled exchange rate, whether it 
results in imdervaluation of the currency or not, is almost cer- 
tain to provoke unfavorable reaction abroad with reprisals in the 
form of higher tariffs, quotas, and competitive exchange devalua- 
tion.“ 

Independent currencies and seasonal factors. International 
trade is not something that moves smoothly and regularly, with 
a constant balance between imports and exports. Instead, it is 
irregular in nature, conforming to seasonal forces that influence 
both demand and supply. Consequently,, there is no daily, 
weekly, or even monliily balance between import and export 
items. Under the gold standard, it is sufficient for the trade and 
long-term capital items entering the balance of payments to be 
equalized over a fairly long period of time. This is trae because 
of (1) the willingness of bankers to allow credits to accumulate 
within a country having an adverse balance, in the expectation 
that later in the season the situation wiU be reversed, and (2) 
the possibility of shifting gold when necessary to meet adverse 
balances. But, on the other hand, an independent currency with 
free exchanges discourages bankers’ balances. As a result, either 

(1) exchanges must fluctuate widely enough to create an equality 
between import and export items over short periods of time; 

(2) some form of exchange control must be initiated to force a 
short-run equality of import-export items; or (3) a stabilization 
fund must be set up to take the place of the banker who operates 
under the gold standard to provide short-run stability of ex- 
change. Clearly, the use of exchange stabilization funds offers 

Cf . Heilperin, M. A., International Monetary Economics, New York, Long- 
mans, Green & Co., 1939, pp. 233-237, 
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the most practicable way to meet the problem raised by mde- 
pendept currencies. 

Independent currencies and the influence of foreign cyclical 
price movements. One important advantage claimed for the 
use of independent currencies is that it frees the domestic econ- 
omy from cyclical price movements originating abroad. Is there 
good reason to believe that this assumption is true? In answer- 
ing this question, one must take into account the fact that an 
individual nation is by no means a closed economy dealing only 
with itself. Instead, all nations must deal with others, and are 
parts of the larger world economy. Regardless of whether or not 
a country adopts an independent currency with flexible ex- 
changes, a depression abroad will adversely affect the export 
market. Conversely, boom conditions abroad stimulate exports 
and domestic business. Monetary management, with or without 
an independent currency system, can prevent a foreign-generated 
boom from spreading to the domestic economy. It is unlikely, 
however, that it can avoid the disturbing consequences arising 
from a severe depression abroad. 

The problem involved in attempts to insulate one country from 
the effects of economic fluctuations abroad is well stated by 
Professor Hayek. “The truth of the whole matter is that for a 
country which is. sharing in the advantages of the international 
division of labor it is not possible to escape from the effects of 
disturbances in these international trade relations by means short 
of severing aU the trade ties which connect it with the rest of 
the world. It is of course true that the less the point of contact 
with the rest of the world, the less will be the extent to which 
disturbances origmating outside the country will affect its in- 
ternal conditions. But it is an illusion that it would be possible, 
while remaining a member of the international commercial com- 
munity, to prevent disturbances from the outside world from 
reaching the country, by foLlowing a national monetary poliqy 
such as would be indicated if the country were a closed com- 
munity. It is for this reason that the ideology of Monetary 
Nationalism has proved, and if it remains influential will prove 
to an even greater extent in the future, to be one of the main 
forces destroying what remnants of an international economic 
system we still have.” 

Monetary Nationalism and International Stability, liOngmans, Green and 
Company, Inc., New York, 1939, pages 70-71. Quoted by permission of the 
publ&iers. 
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Conclusion. An examination of the probable limitations of 
an independent currency indicates that the claims of its more 
enthusiastic advocates are unwarrantedly sweeping. It is clear, 
however, that the abandonment of gold will remove one impor- 
tant cause of deflationary pressure of the kind that arose during 
the acute depression period of 1929-1936. Nevertheless, it ap- 
pears to be something of an exaggeration to claim that flexible 
exchanges offer a simple, painless, and non-disturbing means of 
restoring equilibrium to the balance of pa 3 niients, while gold is 
unable to do so without serious disturbances. Also, it is neces- 
sary to keep m mind that flexible exchanges are likely to aggra- 
vate rather than to remove the troublesome problem of short- 
term capital flight. 

An ideal system would seem to caU for some form of a managed 
international currency. So long as international co-operation 
to provide such a stable monetary standard is impracticable, 
there is a fair argument in favor of retainiag independent cur- 
rencies that lend themselves to domestic efforts at stabilization 
better than does an international currency. It would be un- 
fortunate, however, if the limitations of independent currencies 
as a solution of a troublesome monetary problem were not recog- 
nized. 
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INSTRUMENTS AND METHODS OF 
INTERNAL MONETARY MANAGEMENT 

W HETHER an independent or an international currency 
system is in use, the modern world does not permit an 
escape from some degree of monetary management. Essentially, 
all efforts at monetary management are national in nature, with 
international co-operation but an extension and a co-ordination 
of management policies of individual countries. Before taking 
up the proper standards for monetary management, it wiU be 
helpful to examine the methods that may be used to exercise the 
desired control. 

Some methods of monetary and credit control have long been 
in common use and are, therefore, generally familiar. Others, 
however, are suggested procedures that remain as yet untried. 
The most significant of these methods are: 

1. The use of the credit policy and powers of the central bank. 

. 2. The use of fiscal operations of the treasury. 

3. The introduction of a stabilized dollar of varying gold con- 
tent, or its modem counterpart — ^the fluctuating exchange rate. 
4. One hundred per cent money. 

6. Public works projects as supplements to other controls. 

6. The use of a currency redeemable in a fixed quantity of 
representative commodities. 

The Centred Bank as an Instrument of Monetary Control 

The place of bank credit in the monetaiy system needs no 
further examination at this point. It is also unnecessary to re- 
peat here the discussion of the manner in which central bank 
credit policy, as reflected in commercial bank discount rates, may 
be expected to influence business activity and the price level. 
That question was extensively explored in Chapter XXXV, It 
is desirable, however, to consider the question of how extensive 

768 
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a control central banks can, in fact, exercise over the market rate 
of discount charged by the commercial banks. 

Central banks’ contact with the money market. First, it is 
clear that control over the discount rate depends primarily upon 
the central bank’s being in contact with the money market. 
This means simply that the central bank’s control rests on its 
ability to vary the volume of commercial bank reserves that sup- 
port the credit superstructure. Whenever the commercial bank- 
ing system is dependent upon central bank credit for its required 
cash reserves, the central bank is in contact with the money 
market and is in a position to exercise some credit control. 

In the United States, two ways of keeping in contact with the 
money market are open to the Federal Reserve System. First, 
if the reserve banks lower their rediscount rates and purchase 
bonds in the open market, member banks may be encouraged to 
expand their loans and deposits upon the basis of cash reserves 
made up of Federal reserve bank credit. Second, member bank 
legal reserve requirements may be raised by action of the Board 
of Governors of the Federal Reserve System. This absorbs ex- 
cess reserves and tends to drive member banks to rediscount. 
Whenever excess reserves of member banks are too great to be 
absorbed readily by an mcrease in reserve requirements or by the 
sale of bonds by the reserve banks, the reserve banks are no longer 
in a position to exercise any serious controU 

Weapons of control of the Federal reserve banks. Whenever 
the central bank is in actual contact with the money market, it 
is in a position to influence the volume and the cost of the mar- 
ginal loan funds of the commercial banks. Normally its influ- 
ence will be exercised by varying the rediscount rate and by the 
purchase and sale of securities in the open market. The increase 
in the rediscount rate raises the cost of any additional reserves 
needed by an individual bank to expand its loans. The profit- 
ableness of borrowing to expand loans thus becomes somewhat 
less, unless customers’ rates are also increased.* Open-market 
operations provide an additional powerful weapon of credit con- 
trol. When the central bank expands its holdings of government 

1 During times of plentifiil excess reserves, some slight degree of control may 
be exercised by the reserve banks by varying the volume of the excess. This 
can be done so long as the banks show any preference for the unusual liquidity 
offered by a plentiful supply of excess cash reserves. 

’ 2 This statement disregards the possibility of multiple expansion of loans and 
deposits that may occur if banks in general expand “in step ” For a discussion 
of the question of the effectiveness of the rediscount rate, the student should 
again to Chapter XXII on Federal reserve credit policy. 
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securities, member banks are enabled to reduce their borrowings 
and rediscounts. On the other hand, the sale of securities re- 
sults in a shrinkage of member bank reserves and compels mem- 
bers to expand their borrowings and rediscounts at the reserve 
banks. Because banks dislike remaining in debt to the Federal 
reserve banks for too long a time, and because, when borrowing, 
they are exposed to the higher discount rates that generally ac- 
company the sale of bonds by the reserve banks,' open-market 
sales of securities by the reserve banks impose restraints upon 
member bank credit and lead to an increase in customers’ rates. 
When, on the other hand, the reserve banks purchase securities 
in the open market, member banks are able to reduce their in- 
debtedness at the reserve banks and to adopt an easier money 
policy. 

The effectiveness of central bank credit policy. When in con- 
tact with the money market, central banks are able, to exercise 
effective restraint over the volume of credit created by the com- 
mercial banking: system. ■ Further, any relaxation of restraints 
will normally tend to encourage credit expansion whenever such 
an expansion seems called for in the interests of' business condi- 
tions. We have an example of the effectiveness of central bank 
credit policy during the middle 1920’s, when the Federal Reserve 
System was successful in its attempts to introduce reasonable 
stability into the American business system. But in times of 
severe depression, there are narrow limits to the powers of central 
banks to induce an expansion of credit. They may lower redis- 
count rates and increase commercial bank reserves by expanding 
their purchases of open-market bonds, but they cannot compel 
businesanen to borrow or the bankers to lend. 

Eveat in times of serious depression, the easy money policy of 
central banks sometinKs appears to be effective when the com- 
mercial banks utilize their excess reserves to purchase bonds. 
This action, like an expansion in commercial loans, leads to an 
increase in demand deposits of the banking system. Measured 
quantitatively, such a result would seem to prove that central 
bank policy is operating successfully in expanding the quantity 
of money in the face of depression. Actually, however, this 
quantitative expansion may not be so very important in en- 
couraging a revival in business and prices. Banks purchase sea- 
soned securities that have been held by investors. Any depoats 
created by the purchase of such bonds, thesrefore, are unlikely 
to be employed in the new business ejqjenditur^ required to pro- 
mote business reeoverv. Only when these investors replat® 'the 
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securities that they sold to the banks with newly issued securities 
will the newly created deposits be of any effect in restoring nor- 
mal business activity. 

Central bank credit policy is, of course, subject to the limits 
imposed by the bank’s legal or customary reserve requirements 
and by the available volume of standard money reserves. This 
limi t is particularly significant when gold is used as standard 
money. Under independent paper currencies it becomes unim- 
portant, for either the note issues of the central bank itself be- 
come standard money, or some, adequate supply is provided 
through the government. 

The Fiscal Operations of the Government as cm 
Influence in Credit Control 

The fiiseal operations of the government frequently modify the 
effect of central bank policy. For instance, the assembly of gov- 
ernment funds throu^ taxation or borrowing requires that these 
funds shall be carried while awaiting disbmsement. If they are 
deposited in the commercial banks, the reserve. position of the 
banking system will not be affected. If, however, the Treasury 
- deposits part of its idle funds in. the central bank, there resulte 
a decline, in the reserve balances of the conomercial banks by an 
amount equal to such deposited funds. On the other hand, the 
subsequent spending of these funds restores .bank reserves to then 
former position. 

The intentional use of government funds to modify the volume 
of bank reserves is illustrated by the sterilization of gold impcrts 
practiced between December, 1936, and April, 1938. Gold im- 
ports had built up the reserve balances of member banks to a 
point considered undesirable. The Treasury, therefore, under- 
took to purchase newly imported gold with funds obtained by 
the sale of Treasury bills in. the open market. The deposits 
created by the purchase of these bills by the commercial banks 
were exchanged for imported gold. Member banks, therefore, 
received Treasury bills in place of added reserve balances at the 
Federal reserve banks. 

The Stabilized Dollar 

Fisher’s plan for stabilizing prices. One of the earliest pro- 
posals for introducing control over the domestic currency in a 
gold standard world was that of Professor Irving Fisher.® 
Briefly, his plan contained these proposals: 

^StdbiMdng the Ddler, New York, The Macmillan Co., 1920. 
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1. The currency should consist of dollar certificates redeemable 
in a dollar’s worth of gold. 

2. The amount of gold contained in the doUar should be varied 
from time to time in such a manner as to offset and prevent price 
movements. 

3. Whenever wholesale prices rise, the weight of the gold dol- 
lar should be increased. Whenever the wholesale price index 
falls, the weight of the gold dollar should be reduced. The sug- 
gested m aT rimnm amount of increase or decrease in the weight of 
the dollar is 1 per cent every two months until the rise or fall in 
prices is checked. 

4. To prevent speculators from taking advantage of the pro- 
spective changes in the gold content of the dollar, a spread of 1 
per cent should be maintained between the buying and selling 
price of gold in terms of dollar certificates. 

Two reasons can be given for thinking that changes in the gold 
content of the dollar might be effective in stabilizing prices. 
First, a lowering of the gold content would lower the foreign 
exchange value of the dollar and result in its undervaluation. 
The stimulating effect on exports and the restrictive effect on im-- 
ports resulting from tins undervaluation would assist in raising 
domestic prices. Second, lowering the gold content of the dollar 
would leave imused or free gold m the Treasury against which 
new doUar certificates might be issued. These could be spent 
in lieu of taxes and would have an infiationary effect. An in- 
crease in the gold content of the dollar, on the other hand, might 
be expected to have an effect just the opposite from that of de- 
creasing it. 

Criticisms of the stabilized dollar. There are several grounds 
for criticism of the stabilized dollar. For example, it is argued 
that if a strong upward movement of prices were to develop, 
speculators would feel assured that successive increases in the gold 
content of the dollar were to be forthcoming over a period of sev- 
eral months. In such a case, it would be profitable to import gold 
and convert it into dollars in anticipation of the future increase in 
gold content. The quantity of funds available to the banks 
would, therefore, rise rather than fall, and the inflationary move- 
ment would be accentuated rather than reduced. Similarly, once 
a fall in prices got under way owmg to a domestic depression, 
the prospects for a continued lessening of the gold content of the 
dellar would tend to induce speculators to export gold to be held 
abroad until the reduction in weight of the dollar was believed to 
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have been completed. But the export of gold would exert a fur- 
ther deflationary influence at a time when prices were already 
falling. This criticism alone indicates something of the probable 
weakness of such a plan as a means of combating short-run or 
cyclical price changes.'‘ 

Another reason for expecting changes in the gold content of the 
dollar to be of little effect in preventing and correcting short-run 
price changes lies in the fact that such changes would have but 
little effect upon the volume of bank reserves, even if the above- 
mentioned speculative gold movements did not materialize. 
IWide cyclical changes in money, credit, and prices frequently oc- 
cur with little if any changes in the size of the standard gold base. 

Control of Prices Through Control of Foreign 
Exchange Rates 

In any attempt to attain independent currencies and mone- 
tary management, flexible exchanges may be expected to play a 
part. But this is not to say that manipulation of exchange rates 
is expected to take an active role in such a case. Rather, ex- 
change fluctuations are thought of as a necessary though passive 
accompaniment in monetary management. Nevertheless, there 
are some who advocate exchange manipulation as a means of con- 
trolling prices. The ex^Jerience with exchange depreciation has 
already been examined in Chapters XL and XLI and needs little 
further discussion at this point. In general, one may properly 
doubt the possibility of regulating, controlling, or stabilizing in- 
ternal prices of a large country by exchange manipulation. 
However, in a small country whose total trade is largely in com- 
modities that move in international trade, some success might 
be expected from skillful exchange control. In such a country, 
if the central bank or exchange-control agency were to lower the 
foreign exchange value of the currency, prices of important ex- 
port and import commodities would rise, and with them, general 
prices. Similarly, to avoid price inflation would simply require 
that the foreign exchange value of the currency be raised ap- 
propriately. 

4 This criticism was voiced by the late Professor James Harvey Rogers in testi- 
mony during the Hearings before the Committee on Banking and Currency of 
the House of Representatives on H. R. 11788, 67th Congress, 4th Session. Cf. 
Slichter, Sumner H., Modem Economic Society, New York, Henry Holt & Co., 
1928, p. 531. Fisher, however, argued that such speculative action was unlikely, 
since gold price levels seldom changed 5 per cent in a year and never as n^uch as 
10 per cent. Thus, the speculator's chance of gain would not be great enough to 
induce him to take a position committing himself to changes of more than two 
mont^hs. Stabilizing the Dollar, p. 143. 
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Sweden, after 1931, is thought to have controlled its exchange 
rate with the purpose of influencing its internal price leveL* 
This action, however, was coupled with a positive central bank 
credit policy. It is unlikely that control over the exchange rate 
alone, without close co-operation of central bank credit policy, 
could be expected to succeed. 

100 Per Cent Money 

A radically different means of establishing control over the 
quantity of money has been suggested by the advocates of the 100 
per cent reserve plan of banking reform.® The present supply of 
“effective money,” it is pointed out, consists primarily of demand 
deposits in banks. The volume of such deposits is directly re- 
lated to and. governed by the volume of bank loans and invest- 
ments. It follows, therefore, that the volume of money in the 
form of demand deposits is limited by the supply of available 
bank reserves and the willingness and ability of the banks to 
make loans and investments. Although the volume of bank re- 
serves is subject to control through the action of the central bank, 
the regulation of the quantity of bank credit based upon these 
reserves is difficult if not impossible. Indeed, it is held by ad- 
vocates of 100 per cent money that bank credit is perversely 
elastic. In times of business expansion, borrowers flock to the 
banks to increase their liquid resources. As business improves, 
the banks become increasingly willing to make loans. There re- 
sults an inflationary expansion of money leading to rising prices 
and economic disequflibrium. On the other hand, once business 
prospects decline, bank credit shrinks. Borrowers repay their 
loans both because they find it no longer desirable to remain in 
debt and because banks force repayment. This situation is ac- 
companied by a fall in prices and depression in business. Credit 
liquidation may become especially acute in the ease of a general 
loss of confidence in banks that leads to runs and compels the 
banks to reduce loans in order to improve their cadi reserve ratio. 

The criticism of fractional reserves. Advocates of 100 per 
cent money visualize the difficulties of monetary management as 
deriving from the privily and ability of banlm, operating with 

®Cf. KjeMrom, Erik T. H., Mamged Money he Experience of Sweden, 
New York, Columbia University Press, 1^4, Chapter VIH. 

«Eor a description of this proposal and the advantages claimed for it, see 
Eisher, Irving, 100 Per Vent Money, New York, Adelphi Co. (Greenberg), 
Currie, Lauchlin, Supply and Control of Money in the Urd^d States, Cambridge, 
Harvard University Pr^, 1934, pp. 157-183; and Simons, Hen^, A Positive Pro- 
gram for Lamez Faire, Chicago, Universi^ of Chicago Pr^ i^4, pp* 23^^ 
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a "fractional reserve” against demand deposits, to change the 
volume of their earning assets and thus to vary the volume of 
deposit currency based upon any given and controlled volume of 
reserves. The 100 per cent money plan seeks to free the eco- 
nomic system of the curse from such fluctuations in the volume 
of deposit currency by requiring that all demand deposits held 
by banks be backed by a full 100 per cent reserve. With such 
an arrangement, any variation in the volume of demand deposits 
is dependent upon equal variations in the volume of available 
cash reserves. 

Proposed methods of providing banks Tvith 100 per cent re- 
serves. Two alternative methods are proposed whereby the vol- 
ume of bank reserves behind demand deceits might be increased 
to 100 per cent. The first and earlier proposal would require the 
banks to sell government securities and other high-grade earning 
assets to the Federal reserve banks (or to a Monetary Authority), 
receiving in return additional reserve cash. If the Federal re- 
serve banks were used for this purpose, they would be freed from 
any reserve requirements, so that there would be no limit to the 
advances that they could make to the commercial banks. This 
would not caui^ any difficulty m the operation of the reserve 
banks, for the plan contemplates the abandonment of gold in the 
interests of monetary management. This proposed method of 
providing the necessary additional r^rves to commercial banks 
has been severely criticized on tiie grounds that it would deprive 
the banks of their best as^ts, leaving the less liquid and poorer 
assets to support time deposits.*^ 

The alternative irtethbd would involve the making of per- 
petual, non-interest-bearing loans of cash reserves by the reserve 
banks to the conamercial banks, such loans to be protected by a 
lien upon the assets of the borrowing bank. This second method 
not only answers the criticism just mentioned but also enables 
the banks to retain their earning assets behind demmd deposits. 
These earning assets assist in meeting the expenses of the banks 
in handling checking account services. In contrast, the first 
method contemplates the meeting of all the operating expenses 
of the checking account or demand deposit department of the 
banks by service charges. 

Under all versions of the. 100 per cent money plan, additions 
to the cash reserves of the banking system would thereafter de- 


7, Cl, AngeH, James W., ‘Tlie 100 Per Cent Reserve Plan/^ Quarterly Journal of 
EcontmicSj November, 1035. 
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pend upon open-market purchases of securities by the Federal 
reserve banks (or the Monetary Authority). Because banks 
could no longer create new demand deposits by making loans, as 
they now do under the fractional reserve system, new demand de- 
posits would appear in the banking system only when new re- 
serves were created. In fact, new reserves and new deposits 
would be created by one and the same operation. Whenever in 
the judgment of the Federal reserve authorities (or the Monetary 
Authority) it seemed desirable to reduce the volume of demand 
deposits, bonds would be sold by the reserve banks, and both 
bank reserves and demand deposits would be reduced by the same 
amount. Thus, it is clear that the 100 per cent money plan puts 
the control of the voluhae of deposit currency directly in the 
hands of the central authorities; and, since banks cannot create 
deposits upon the basis of small cash reserves by expanding loans 
and investments, they can no longer contribute to the perverse 
elasticity of deposit currency, as they can under the fractional 
reserve ^stem. 

Time deposits and loans under the 100 per cent money plan. 
The most commonly sponsored version of the 100 per cent plan 
would permit the hanks to continue to operate the time deposit 
department with fractional reserves as they do under the present 
S 3 ^m. Because this department is not instrumental in the cre- 
ation of deposit currency, there is little reason to interfere with 
its normal operations. IHirthermore, into its hands would be en- 
trusted the loan and investment business of the bank. The re- 
sult, however, is that bank loans must now be limited to the vol- 
ume of voluntary savings brought in and deposited with the time 
deposit department. No longer would the banker be able to lend 
more money than has been made available by voluntary savers, 
for he could not create deposit currency by the stroke of the pen, 
as he can under the fractional reserve system. Moreover, the 
banker could no longer extinguish part of the deposit currency or 
demand deposits of the busmess community by reducing the vol- 
ume of his lending and investing operations. Thus, it is thought, 
the essential feature of bank loans could be retained while remov- 
ing the objectionable feature of perverse elasticity of deposit 
currency.® 

s Other advantages sometimes claimed for the plan include : (1) the elimination 
of the need for deposit insurance, (2) the avoidance of the inequitable seigniorage 
profits by commercial banks on their coinage of money, and (3), to the extent that 
the reserve banks or the Monetary Authority takes over government securities to 
provide banks with 100 per cent reserves, the abolition of part of the burden of 
tile government debt. 
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Criticisms of 100 per cent money. The main legitimate claim 
that can be made for the 100 per cent money plan is that it might 
provide a better, more effective method for control over the sup- 
ply of money than can reasonably be provided under the present 
fractional reserve system. Its claims to support, therefore, must 
be based upon the extent to which it does promise superior mone- 
tary control. 

One criticism of 100 per cent money stresses the danger that 
the whole plan may be circumvented by the use of “near money” 
in the form of time deposits. Clearly, if individuals were in a 
position to mate varied use of time deposits for making money 
pa 3 rments, the nice control over demand deposits would come to 
naught. To guard against such evasion, some writers have pro- 
posed that time deposits be abolished altogether. In their stead 
would be substituted some form of investment trusts with long- 
term obligations into which savers might place their funds, in- 
stead of into the conventional savings or time deposit. Such a 
proposal would hardly prove practicable in view of the undoubted 
disapproval with whidi it would be greeted. More frequently, 
therefore, advocates of 100 per cent money would rely merely 
upon the prohibition of the withdrawal of time deposits without 
notice. 

A second and more serious criticism of 100 per cent money re- 
lates to the necessity of aboliriiing the whole short-term loan 
market if the plan is to be made to accomphsh its purpose. The 
basis for this criticism may be understood if one but examines 
the fundamental aims of the plan and the conditions required 
effectively to achieve them. The primary argument for the 100 
per cent plan is that it permits absolute control over the volume of 
“effective money” in the form of currency and demand deposits. 
By “effective mone 3 r” is meant money that is in the public’s hands 
and available for use as immediate purchasing power. If we as- 
sume that time deposit departments of the banks (or their equiva- 
lents) are to be permitted to continue, the adoption of the 100 
per cent plan would probably be followed by some expansion in 
the volume of time deposits, since there would no longer exist 
any reason for carrying excessive demand deposit balances to 
curry favor with the banker. Therefore, to the normal long-run 
volunta^ savings on which time deposits -are gradually built 
there might be added sizable though variable amounts of seasonal 
excess funds of business concerns. If short-term lending by the 
time departments were permitted, as most versions of the plan 
provide, the advent of a business depression would be marked 
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by a decline in tbe volume of bank loans for reasons that are al- 
most identical with the reasons that cause a decline in bank loans 
during depression under the present fractional reserve system. 
These reasons are: (1) the voluntary repayment of loans by bor- 
rowers who find a continuation of their indebtedness no longer 
worth while in the light of current business conditions, and (2) 
the forced repayment of loans imposed upon borrowers by the 
banks. The reasons for the forced liquidation of loans imposed 
upon borrowers by the banks are ( 1) fear of borrower insolvency 
and (2) fear of inadequate liquidity because of threatened runs 
by depositors or because of threatened loss of deposits due to gen- 
eral depression in the territory served by the bank. 

The reduction of loans by the time deposit department of the 
banks, whether voluntary on the part of the borrowers or forced 
by the banks, results in the impounding of checking or denaand 
deposits in the form of excess unused cash reserves within the 
time deposit or lending departments of the banking system. 
These excess idle reserves exactly equal the amoimt of loan reduc- 
tion. Such an impounding and immobilizing of demand deposits 
win be exactly equal to the loss of demand deposits that would 
have resulted from credit shrinkage under the present fractional 
reserve system. It is this shrinkage that the advocates of the 
100 per cent money system are so anxious to avoid. There is 
little reason for adopting such a plan merely to introduce con- 
trol over credit expansion, for an appropriate increase in the 
powers of the Board of Governors of the Federal Reserve System 
to vary member bank reserve requirements would naake it pos- 
sible for the reserve banks to exercise sufficient control to prevent 
imdesirable credit expansion under the present system. Clearly, 
the foundation for most of the enthusiasm for 100 per cent money 
rests upon the hope that it will afford an effective means for 
avoiding monetary shrinkage during depressions; But, as we 
have seen, the 100 pm* cent money plan, retaining short-term loan 
facilities, offers no assurance against credit liquidation when busi- 
ness becomes depressed. 

Credit liquidation during depressions could be avoided under 
the 100 per cent plan only if the short-term loan market were 
abolished, for only in this way could voluntary and forced loan 
liquidation be avoided. It would be insufficient, however, to pro- 
hibit short-term lending to the banks alone. If banks only were 
denied the privilege of short-term lending, evasions would surely 
multiply in the form of expanded short-term loans by finance 
companies and trade creditors. Here, again, cash fun^ would be 
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immobilized during depressions by loan reductions for many of 
the same reasons that apply to bank loans. 

In evaluating the 100 per cent money proposal, therefore, the 
expected gains in the avoidance of credit liquidation during de- 
pressions must be weighed against the economic disadvantages of 
depriving business of short-term borrowing facilities. The gains 
are not even so great as might appear at first glance. With a 
strict prohibition of all short-term lending, borrowers who other- 
wise would have reduced their loans voluntarily would under the 
100 per cent system simply hoard idle cash m time of depressiom 
A reduction in velocity would in this case be substituted for a 
reduction in the volume of money. There remains, then, only 
the possibility that 100 per cent money may avoid forced liquida- 
tion of credit at the price of the loss of the short-term loan mar- 
ket. On the other hand, panics that cause bankers, under the 
present banking system, to liquidate their loans and investments 
are not inevitable. Deposit insurance helps greatly to pre- 
vent depositor panic. Branch banking, improved stockholders’^ 
equity, and more intelligent management would go far to avoid 
the important causes of banks’ need for excessive liquidity during 
depressions. 

Government Investment ,as an Instrument of Control 

The particular weakness of the control devices available for 
stabilization efforts lies in the difficulty of combating acute busi- 
ness d^ression. The root of economic fluctuations appears to 
lie in variations in the rate of investment. Most of the proposed 
methods of control aim to reduce these variations by appropriate 
changes in the rate of interest. But such adjustments are often 
insufficient to promote recovery when the depression is severe, 
for at such times the protective marginal productivity of capital 
may be zero or even negative. Because of thisj it is generally 
j^reed that monetary management alone can hardly be effective 
without some form of direct control over the volume of invest- 
ment. This conclusion is the basis for the belief that public 
wor^ are a necessary supplement to succ^sful monetary policy 
in times of acute depression. 

The requiremente for effective use of public works. To be 
genuinely effective in expanding investment during depression, 
public works require (o) proper timing, (b) proper financing, and 
(c) widespread approval in the business and investing com- 
munity. The need for proper timing is obvious. Plans must be 
ready for rapid use if falling private investment is to be offset. 
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At the same time, public works should be gradually terminated 
with the recovery of private investment. Such a program calls 
for long-range planning, as short-run improvisation is strewn 
with pitfalls.® 

The proper financing of public works requires measures that 
win be certain to provide a net increase in investment. But un- 
less one visualizes a continually rising national debt, ultimate 
payment by the taxpayers cannot be avoided, and the proper 
timing of such taxes becomes an important question. The most 
promising procedure is to finance part of the expenditure for 
public works by expanding the government debt in the form of 
Treasury bills and notes. This policy encourages the banks to 
use their excess reserves as a basis for loan and deposit expansion. 
Government borrowing thus tends to replace private borrowing 
at the banks. In addition, the issue of government bonds will 
induce some investment by capitalists and institutional investors 
who otherwise would tend to hoard their cash accumulations be- 
cause of investment uncertainties. As a partial alternative to 
the sale of bonds, the government might impose heavier taxes 
upon large incomes from which arise heavy accumulations of idle 
savings during depressions. This, however, might have unde- 
sirable psychological results. The expansion of the government 
debt during depressions calls for its retirement during better 
times. Here, again, the timing problem may be a difficult one. 

Of quite a different sort is the problem that would attend the 
use of public works or government investment as a means of 
counteracting chtonic depression. Some economists believe that 
the approach of “economic maturity” of the capitalistic system 
inevitably leads to a condition of chronic depression owing to the 
continued lag in private investment. This view suggests that a 
return to anything like continued prosperity will require a con- 
stant expansion of government investment to fill the gap left by 
the decline of private investment and the continued high pro- 
pensity to save. 

Tinally, thp success of public works in promoting recovery de- 
pends largely upon the approval of the business community. If 
businessmen believe that public works wiU be beneficial to busi- 
ness, they wiU respond favorably, and in turn will expand their 
own investments. On the other hand, private investment will 


® Cf. Gayer, Arthur P., Monetary Policy and Economic Stabilization, New York, 
The Macmillan Co., 1935, pp. 217-219. 
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not be stimulated if businessmen generally look upon public 
works as the height of folly. Indeed, under such circumstances, 
private investment may well fall below the level that would have 
been maintained in the absence of public works. 

Composite Commodity Units as the Basis for Paper Currency 

The idea that paper money might well be based upon com- 
modities other than gold is by no means a new one. During de- 
pressions, businessmen frequently feel an acute need for funds 
that are not for the time being readily available through the nor- 
mal credit channels. At such times, the idea of coining com- 
modities into money has a special appeal. Proposals to create 
money upon the basis of stored commodities, however, have gen- 
erally been looked upon as inflationary and contrary to the best 
interests of monetary stability.^® But an interesting proposal to 
use commodities as a basis of currency issues has been advanced 
that is designed to provide and to insure stability of commodity 
prices.^^ 

A stable money based on commodities. A dollar that wfll 
have a constant purchasing power over commodities is the goal 
of all stable money plans. I^^at could be more reasonable, there- 
fore, than to insure this constancy by providing that dollars be 
made interchangeable with a given volume of commodities? Te 
do this would require the establishment of composite units com- 
prised of staple, storable, primary commodities in their proper 
proportions. The dollar value of such imits would be feed in 
accordance with the total value of the commodities included in 
them, at prices of the date chosen for beginning stabilization ef- 
forts. At any time, holders of dollars could convert them at this 
fixed rate into units of commodities. Likewise, any holders of a 
unit of commodities might present warehouse receipts for th& 
same to the monetary authority and receive paper dollars in re- 
turn. Such a system is believed to assure that the price level of 
the units of commodities used as the standard would always re- 
main- stable. If, for example, the prices of commodities making 
up the commodity unit tend to fall, such commodities, in the 

10 For a discussion of commodity money proposals of the depression years of thes 
eWy 1920's, see Foster, Wm. T., and Catchings, Waddill, Money, Boston, Hough- 
ton Mifflin Co., 1924, Chapter VII. 

Cf . Graham, Frank H., “The Primary Functions of Money and Their Con- 
summation in Monetary Policy,” American Economic Review, Supplement, 
March, 1940, and Graham, Benjamin, Storage and Stability, New York, McGraw- 
Hill Book Co., 1937. 



772 INSTfiUMENTS OF MONETARY MANAGEMENT 


proper proportions, -will be put into storage and the warehouse 
receipts will be converted into money. On the other hand, when- 
ever the market prices of the commodities tend to rise, these re- 
ceipts will be redeemed by presenting dollars, and will be sold at 
the market price. Such a system would automatically lead to 
an expansion of currency when prices begin to fall and a decrease 
in the currency whenever prices start to rise. 

Professor Graham believes that such a system of money would 
provide an automatic method of satisfying the varying degrees 
of liquidity preferences of the public. Whenever the demand 
for cash balances instead of goods increases, the public can 
quickly and easily satisfy its desires by converting goods into 
money through the money authority. Whenever liquidity pref- 
erence diminishes again, the process can be reversed. 

Objections to the plan. In order for such a plan to be effective 
in controlling general prices, it would be necessary to include in 
the composite commodity unit a representative sample of all of 
the important goods that enter the markets. This means that a 
sample list of staples would be insufficient, for there is no reason 
to expect the general price level to foUow the price of such staples. 
If, for example, a recovery period found prices of ' raw-material 
staples rising sharply, this system would reduce the quantity of 
money irrespective of the behavior of general prices. But as the 
number of such commodities that are included in the unit is 
increased, the difficulties of administration become enormously 
magnified. The problem presented by storage, for instance, is a 
serious one, while the familiar difficulty of proper proportions or 
weights of the different commodities in the representative' unit 
also presents itself. 

Moreover, there is no reason to think that this scheme would 
solve. the liquidity-preference problem satisfactorily. The in- 
dividuals who b^ome afflicted with an annoying attack of 
liquidity preference during depre^ions are by no means confined 
to merchants and dealers in merchandise. Equally if not more 
troublesome is the liquidity preference of investors in securities 
and of business firms that would normally be purchasing new 
equipment, machines, tools, buildings, and so forth. None of 
these individuals would be in a position to satisfy their liquidity 
preferences by the pledge of staples, so as to keep up the price 
of the things that they ought to buy but will not. 

On the whole, therefore, it seems highly questionable if this 
plan would prove as effective a method of controlling the mone- 
tarj’^ supply and assuring the business community that there will 



INSTRUMENTS OF MONETARY MANAGEMENT 778 


be the right volume of money as do some of the more conven- 
tional and better understood methods. In the formation of 
monetary policy, the acute problem centers not so much in 
methods of control as in the development of proper criteria for 
action. 



Chaptee XLIX 


STANDARDS OF MONETARY AND CREDIT 
POLICY: QUALITATIVE STANDARDS 

C REDIT policy, which is the essential part of most programs 
of monetary control, may be divided into two primary classes. 
The first emphasizes the importance of the quality of bank credit. 
The second emphasizes the importance of quantity. Up to about 
1936, the credit policies of the Federal Reserve System were es- 
sentially qualitative in character. Since that time, a shift in the 
direction of quantitative standards is discernible. 

The Qualitative Standard of Credit Policy 

The conflict between the qualitative and quantitative stand- 
ards of credit policy is not a new one. An early, clear-cut ex- 
ample of the difference between these views occurred in connec- 
tion with the celebrated Bullion Report of 1810. 

The Bullion Report. Because of temporary difliculties, the 
Bank of England was permitted to suspend the redemption of its 
notes in specie under the authority of the Restriction Act of 1797. 
The government was at that time waging a great war, and found 
freedom from monetary restrictions to its liking, and for this 
reason allowed the Restriction Act to remain in force. At first 
no noticeable depreciation of the pound developed, but by 1808- 
1809 depreciation had become serious enough to attract public 
attention. The result was the appointment of a committee by 
the House of Commons on February 19, 1810, to investigate the 
reasons why the pound had depreciated in terms of gold and for- 
ei^ currencies. The report of this Committee was ordered 
printed on June 8, 1810.^ 

The Committee had occasion, in the course of its investigation, 
to inquire of the managers of the Bank of England as to whether 

1 See Cannan, Edwin, The Paper Pound of 179T-^18S1, London, P. S. King & Son, 
1925, pp. vii-xxii. 
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or not the depreciation of the gold and foreign exchange value of 
the pound might be due to excessive issues of inconvertible notes. 
In reply, the Bank of England managers insisted that the decline 
in the value of the pound must have been due to a rise in the 
value of gold because of its scarcity on the Continent of Europe. 
It was impossible, in their view, that the value of the pound 
should decline because of the issue of notes by the Bank, for it 
issued such notes only against 'legitimate mercantile paper.^^ 
It was held unnecessary that the behavior of foreign exchange 
rates or the price of gold bullion be consulted to determine the 
correctness of the volume of note issue.^ The only requirement 
for a sound currency was that the Bank lend on self-liquidating 
commercial paper, to use a phrase made familiar by the rules gov- 
erning the rediscount of eligible paper by the Federal reserve 
banks. 

The Committee rejected this view expressed by the managers 
of the Bank of England, and branded as fallacious the idea that 
no excessive supply of currency could result from the discount of 
perfectly good bills. To quote: * 

The fallacy, upon which it is founded, lies in not distinguishing between an 
advance of capital to merchants, and an additional supply of currency to the 
general mass of circulating medium. If the advance of capital only is con- 
sidered, as made to those who are ready to employ it in judicious and pro- 
ductive undertakings, it is evident there need be no other limit to the total 
amount of advances than what the means of the lender, and his prudence in 
the selection of borrowers may impose. But in the present situation of the 
Bank, intrusted as it is with the function of supplying the public with that 
paper currency which forms the basis of our circulation, and at the same 
time not subjected to the liability of converting the paper into specie, every 
advance which it makes of capiti to the merchants in the shape of discount, 
becomes an addition also to the mass of circulating medium. In the first in- 
stance, when the advance is made by notes paid in discount of a bill, it is 
undoubtedly so much capital, so much power of making purchases, placed in 
the hands of the merchant who receives the notes; and if , those han^ are safe, 
the operation is so far, and in this its first step, useful and productive to the 
public. But as soon as the portion of circulating medium, in which the ad- 
vance was thus made, performs in the hands of him to whom it was advanced 
this its first operation as capital, as soon as the notes are exchanged by him 
for some other article which is capital, they fall into the channel of circdation 
as so much circulating medium, and form an addition to the mass of currency. 
The necessary effect of every such addition to the mass, is to diminish the 
relative value of any given portion of that mass in exchange for commodities. 

The Committee therefore, rejected the notion that the deprecia- 
tion of the pound could not have been caused by an excess note 

^Ihid.f pp. 46-60. 

« Ibid,j p. 50. 
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issu6 by the Bank of England. It recommended that resumption 
of specie redemption of notes be undertaken as a means of re- 
storing the pound to its old position. In spite of the Commit- 
tee’s recommendations, resumption was delayed until 1821. The 
rejection of the purely qualitative standard by the Committee 
was accompanied by a demand for a limited form of quantitative 
control through specie redemption. Such a quantitative stand- 
ard is, of course, necessary if an international specie standard is 
to be maintained. 

The self-liquidating commercial loan or “banking theory” of 
credit policy. The theory of bank credit that developed in Eng- 
land after Ihe resumption of specie payments in 1821 was based 
upon an acceptance of the basic rule laid down in the Bullion 
Report. The redemption of currency in specie, plus the exten- 
sion of sound commercial credit to business, came to be accepted 
as the proper test of credit policy. This was known as the “bank- 
ing principle.”^ Actually, this was not widely different from 
the theory held by the managers of the Bank of England. To 
the rule that credit should be issued only to sound businessmen 
for current purposes, the Bullion Report added the limiting fea- 
ture of specie redemption. 

It was not long until difficulties developed in the application 
of the banking principle. The occurrence of a boom in l824r- 
1825 and the crisis of 1826 indicated clearly that the mainte- 
nanee of convertibility was insufficient to guarantee a properly 
regulated mxrency. Experiences such as this led to the develop- 
ment of an (^posing school of thought which advocated the “cur- 
rency principle.” 

The “currency school!” Opposed to the banking principle 
were the members of the “currency school,” who held that the 
limits upon curren<^ and credit set by sound commercial loans 
and the conveisiohidf currency into specie were inadequate. The 
banking principle believed to lend itself to improper excesses 
and shortages of t’hel 'eirfeney, all of which accentuated the 
tendency toward booms’ ^epri^ions.' 

* Ricardo lent his t<j jlias ■ See Ricardo’s Sconomic Essays, Gbn- 

ner ed., London, G. Bell & Writers held that the pre- 

mium <Hi bullion, Uie deprecatetidi of t^^eh^e V^e W tte pound, and h^ 
commodity prices -were symi^ome'of iad ‘^soe^lTi^ omrehOy xnae were known as 
"bullionists.” For a thorou^ spnejit^ i4hjjcononnc thipking that oa®® ovt of 
the bullionist eontroyeisies' of-W p*^^ i^i'^%ej^ fifedfea in Theory of 
IntemaHonal Trade, New YiOi^ and IV. Also 

see T. E. Gregory’s Introductkm to 4 Eistory of Prices, 

London, P. S. King & Son, republished tffii8,yel.:I. 

® Viner, op. at., pp. 220-221. ^ . , ' ' • . • 
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The currency school held that a mixed currency, consisting of 
convertible paper notes and specie, would behave correctly only 
if the total volume fluctuated in absolute amounts with the im- 
port and export of specie. This principle required that the issue 
of paper money be made to fluctuate with changes in the quantity 
of specie held by the issuing banks. The Bank Act of 1844 
(Peel’s Act) was designed to put into operation the principles of 
^e currency school. Except for a small uncovered issue based 
upon government securities, Bank of England notes were to be 
issued only against gold. Thus changes in the volume of notes 
were limited to changes in the volume of gold held by the issue 
department. 

The experience with the application of the currency principle 
was disappointing. As the banking school pointed out, bank 
deposits also made up an important part of the currency in use. 
Although the currency principle insured the ability of the Bank 
to redeem its notes in specie, it did not protect the Bank from 
difficulties arising from a withdrawal of deposits, and was no sub- 
stitute for careful management of the whole credit operations of 
the Bank. It was necessary to suspend the Bank Act three times 
within 26 years in order to provide sufficient currency to meet 
panic conditions.® 

Modem application of the “banking theory.” The ‘Toanking 
theory” is essentially a qualitative standard, since it holds to the 
view that, when limited by the test of convertibility, the creation 
of bank credit (both notes and deposits) cannot fail to be correct 
if based upon loans made for strictly short-term and legitimate 
|)usiness purposes. Quite naturally, it was embraced by the anti- 
guantity theorists in their attacks upon the quantity theory. It 
(Till be recalled that one argument made in opposition to the 
Quantity theory denies that bank credit, soundly created, can 
pave any direct influence upon the price level. The reason given 
for this belief is that short-term commercial loans give rise to 
bank credit required by the change in business activity. If 
soundly made, therefore, self-liquidating commercial loans can- 
not result in price inflation, because their expansion is accom- 
panied by an additional production of goods. When business is 
active and goods pass readily into consumers’ hands and are paid 
for, there is no limit to the amount of credit that can be safely 
granted, except diat set by the offerings of goods.^ 

I «n)ti.,.pp.22&-234. 

^Willis, H. Parker, The Theory and Practice o] Central Banking, New York, 
Harper & Bros., 1936, p. 303. 
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One of the clearest examples of an attempt to apply the bank- 
ing theory to credit control can be found in the cre^t policies of 
the Federal Reserve System, Originally it was thought that 
strict limitation upon the privilege of rediscounting, so that only 
self-liquidating paper might be purchased by the reserve banks 
would automatically insure the proper use of Federal reserve 
credit. Practical experience, however, soon led to a partial 
abandonment of this policy. The reserve banks began to buy 
government securities in the open market as a means of supple- 
menting their scanty income from rediscounting. Later, after 
the entrance of the United States into the war in 1917, expe- 
diency led to the practice of lending freely to member banks on 
the security of government bonds and “war paper.” ® The ex- 
periences of the war and early postwar years clearly indicated a 
need for some standard that would harmonize with the practices 
that had developed imder the pressure of war necessity. This 
new statement of credit policy was made in 1923. It set forth 
that the test of the proper quantity of bank credit should be the 
accommodation of commerce and industry. Credit should be 
freely granted so long as it was put to productive use. The 
criteria for determining whether or not bank credit was being put 
to productive use were; 

1. Are goods moving smoothly from producers to consumers 
without speculative accumulations of inventories? 

2. Is the volume of trade, production, and employment in 
equilibrium with the volume of consumption? 

The weakness of the beinking principle of credit control A 
weakness in the application of the banking theory arises from 
the di£B.culty, if not the impossibility, of any individual banker’s 
being able to draw the line on bank loans before they, become 
inflationary.® The banker should not be criticized for this. His 
is essentially a worm’s eye view of the economic structure, and 
particularly is this true under the unit banking system. When 
business shows brisk improvement, borrowers’ needs for “legiti- 
mate” loans expand. At the same time, loans appear to be more 
sound than ever, for improved profit prospects and rising prices 
constantly make for greater security for the lender. It is little 


® “War paper” consisted of customers’ notes given to banks to obtain funds with 
which to purchase government bonds. 

* For a clear exposition of how bank credit created on the basis of commercial 
loans may easily become inflationary, see'D. H. Robertson’s Money, New York, 
Harcourt, Brace & Co., 1929, Chapter IV. 



STANDARDS OF MONETARY AND CREDIT POLICY 779 


wonder, therefore, that the banker sees a constantly expanding 
opportunity for the making of “sound commercial loans.” Not 
until the evidence of disequilibrium becomes more obvious will 
the soundness of commercial loans be questioned. In the mean- 
time, serious inflationary forces are unleashed. The situation 
is in no way remedied by the free rediscounting of self-liquidating 
commercial paper by the central bank.^“ 

The possibility of successful avoidance of inflationary credit 
expansion is somewhat better where the central bank undertakes 
to determine whether or not credit is being put to proper produc- 
tive and non-speculative uses, for the central bank has the very 
material advantage of being able to view the credit situation as 
a whole. Yet here, too, a serious limitation arises in the difficulty 
of devising adequate standards for measuring the legitimate 
credit needs of Ihe business community. Essentially it is the 
problem of avoiding financing an expansion in business activity 
and investment that cannot be maintained, that is, an inflation- 
ary movement. In 1923 the Federal Reserve Board believed that 
it had the proper formula for detecting unsound and inflationary 
uses of bank credit. Unfortunately this formula was based 
largely upon the experience of the postwar boom that terminated 
in 1920. This inflation, accompanied by sharply rising com- 
modity prices, was characterized by speculative accumulations of 
inventories. This explains the preoccupation of the Board in 
1923 with the question of whether or not goods were moving un- 
interruptedly from producer to consumer. The unfortunate re- 
sult was that the Board was blinded to the inflationary and dis- 
turbing developments of 1923-1929, when, in the face of fairly 
stable prices, falling industrial costs led to high business profits 
and an excessive rate of capital expansion based upon expanding 
bank credit. 

It is evident that attempts to formulate adequate standards of 
credit policy based upon qualitative considerations are beset with 
difficulties of great magnitude. This explains the interest m 
quantitative standards displayed by most present-day students 
of monetary problems. 


Cf. Currie, Lauehlin, The Supply and Control of Money in the United States, 
Cambridge, Harvard University Press, 1934, Chapter IV; and Williams, J. H., 
“Monetary Stability and the Gold Standard,’^ in Gold and Monetary Stahdkation, 
Chicago. University of Chicago Press, 1932. 



Chaptee L 


QUAJ^^TITATIVE STANDABBS OF 
CREDIT POLICY 

Q uantitative standards for monetary and credit control 
are now generally accepted by advocates of monetary man- 
agement. They have the advantage of a certain definiteness 
lacking in qualitative standards and, in addition, have the full 
authority of the quantity theory of money behind them. The 
basic assumptions that underlie all proposed quantitative stand- 
ards are: 

1. Control over the volume of money and bank credit can be 
achieved by existing or proposed devices. 

2. Tlie general level of prices can be brought under control by 
appropriate variations in the quantity of money and credit. 

3. The elimination of cyclical fluctuations in business activity 
is a desirable social program. 

4. The introduction of control oyer the price level will reduce 
the magnitude and violence of cyclical fluctuations by eliminat- 
ing ihonetary factors that contribute to windfall gains and losses. 

The validity of the first three assumptions' need not occupy us 
here. Both the relation of the quantity of money to prices and 
the available instruments of monetary and credit control have 
already been examined. The desirability of a reduction in the 
intensity of business fluctuations is generally admitted. The last 
assumption, that monetary control over the level of prices can 
be made to contribute to business stability, remains for considera- 
tion. To what extent and in what manner can control of the 
price level be used in the interest of economic stabilization? 

The. Choice of Price Lev 

The first step in introducing monetary control over the price 
level is to decide the important question of what index of prices 

780 
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should be used as a criterion. It Is well known that a substan- 
tial cyclical and secular divergence occurs among the several 
index numbers of prices. The index of wholesale prices responds 
more quickly to cyclical changes than do retail and cost of living 
index numbers. In turn, the price movements of certain “sensi- 
tive” commodities are much more rapid and violent than the 
price movements of wholesale commodities in general. I^ally, 
an index of general prices, such as that constructed by Snyder, 
is the least responsive of all. 

The choice of an index nrimber to be used as a basis of stabili- 
zation efforts wiU depend largely upon what is considered the 
most urgent reason for attempting control. Thus, if the advo- 
cate of monetary stabilization is primarily concerned with the 
protection of the real wages of the consumer against price infla- 
tion, the cost of living index would seem to be the most desirable. 
On the other hand, if cyclical fluctuations are to be measured and 
guarded against, a price index sensitive to such changes is needed. 

The cost of living index. The advantage that can be claimed 
for using the cost of living index as a basis for stabilizing opera- 
tions arises solely from the fact that a stable cost of living would 
insure the consumer against losses, of real wages due to the lag 
of money wages behind price changes. Laudable as this motive 
undoubtedly is, it is overshadowed by the difficulties that would 
attend its use. First, to assemble an accurate and representative 
cost of living index for the average consumer presents a difficult 
statistical task. Second, stabilization of incomes and business 
activity is a much more significant goal of credit policy than 
stabilization of the cost of living. Cost of living indexes are too 
insensitive to short-run changes to be of much aid in anticipating 
cyclical movements. In contrast, wholesale prices do respond 
readily to cyclical changes. In any event, stabilization of whole- 
sale prices would provide sufficient stability to retail prices to 
meet all practical requirements. 

The general price index. At first glance, one might conclude 
that a, general index of prices, which reflecte the changes in the 
purchasing power of money over everything that enters the 
market in exch^iige for money, ought to be a proper basis for 
credit policy. Such an index would include wholesale prices, 
w^es, tiae cost of living, rentsj transportation costs, real estate 
.values, security prices, farm prices at the farm, and equipment 
and machinery prices, and would give a cross-section view of 
jflievfitnal. results of the total mopetaiy transactions. But a com- 
prehensive index of this , sort is of slight value as an indicator 
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of sh.ort-run business developments/ The multiplicity of items 
largely conceals the actual movements of sensitive prices that 
are the significant indicators of cyclical change. Changes in the 
prices of securities and real estate, for example, are of little direct 
importance to the problem of cyclical stability. Rather, the 
basic problem of cyclical fluctuations deals with the changes of 
prices and costs of reproducible goods. 

The wholesale price index. The wholesale price index as a 
criterion for stabilization operations has a number of distinct 
advantages: 

1. It reflects promptly and clearly cyclical fluctuations in 
business activity. 

2. It may be calculated quickly and on a sufficiently broad 
basis. This is essential to monetary control. 

3. It reflects the movement of prices of internationally traded 
commodities. International co-operation for the purpose of sta- 
bilizing the world price level would require the use of indexes 
heavily weighted with international goods. 

Wholesale prices, to be sure, do not furnish an infallible guide 
to either domestic or international stabilization. Stable whole- 
sale prices are likely to be inflationary in a progressive economic 
society. As a guide to international efforts at stabilization, a 
wholesale price index such as that the Bureau of Labor Statistics 
suffers from the weakness of including commodities that are 
purely domestic, while those commodities which do move in 
international trade are improperly weighted to provide a proper 
measure of the international price situation. Nevertheless, the 
wholesale price index more nearly cov^s the total range of 
commodities that are important in the profit calculations of busi- 
nessmen than does any other index of prices yet available. For 
this reason, proposals for monetary stabilization commonly pro- 
vide fqr the use of the index of wholesale prices as the basis or 
criterion for monetary control.* 

Stable WholesO/le Prices as the Goal of Credit Policy 

The case for stable prices is a fairly clear one. In a world of 
rigid costs, it is important that fluctuations in the price level be 

^For a descriptiott oi Snyder’s revised index of general prices, see his ‘^The 
Measure of the Greneral Price Level,” Review of Econorrdc Statistics, Febnmry, 
1928. 

* Cf. Gayer, Arthur D., Monetary Policy and Economic Stabilization, New York, 
TOe Macmillan Co., 1935, Chaj^r XII; Hawtr^, E. G., of Cm^r<d-Bank* 

jmy, New York, Longmans, Gr^m <& Co., 1932,i (ihapter Y*. 
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avoided if stable business is to be achieved. For, if prices rise, 
wmdfall profits encourage a rate of expansion of capital invest- 
ment that cannot be maintained and that leads to an inevitable 
reaction. Falling prices, on the other hand, lead to losses, a fall- 
ing off in economic activity, and unemployment. Thus, in a 
search for the basis of economic stability, a stable price level 
seems to hold the most promise. Moreover, from the standpoint 
of debtors and creditors, stable prices seem to offer substantial 
justice. 

Some objections to stable wholesale prices. Primarily, the 
objection to stable wholesale prices rests upon the important 
fact that modem economic society is dynamic in nature. In 
the past, rapid technical progress has resulted in a constant de- 
cline in the real costs of production. Since it is to be expected 
that technical progress is by no means ended, it must be taken 
into account in proposals for economic stabilization. But stable 
prices in the face of declining costs present difficulties. First, 
so far as debtors and creditors are concerned, stable prices would 
permit the debtors to appropriate the benefits of economic im- 
provements at the expense of the creditors. To be sure, this may 
be of slight importance in view of the fact that creditors com- 
prise the inactive side of the lending transaction. One may hold 
that the benefits of improvements should go to the debtors, since, 
being businessmen, they are more responsible for the introduction 
of the new techniques than are the creditors. A similar argument, 
based upon the equities of the situation, criticizes stable prices 
in the face of falling costs as tending to deprive wage earners of 
complete participation in the gains because of the lag in money 
wages. 

TABLE 78 

luraLaas or Pbices, Btjsinbss Pbofits, Labor Costs, and Output op Capital 


Equipment in the United States, 1922-1929* 

• (192a-25 = 100) 

WhoUsde Profits of Payrolls -i- Output of Capital 

Prices lOS Corporations Production Equipment 

1922 960 81 96.4 81 

1923 99.9 90 101.7 102 

1924 97.4 109 101.4 91 

1926 102.7 101 97.1 107 

1926 993 128 96.7 120 

1927 94.7 162 96.1 116 

1928 96j0 186 91:9 118 

1929 94.6 232 90.7 138 


»Barg6r, BTaroW, Banks and the Ste(& Market,” of PoUticat Sconomy, 

December, 1935, p. 772. Quoted, by permission of the University ot Chicago Press. 
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The inflationary effects of stable prices. Of still more signifi- 
cance, however, is the inflationary effect of stable prices in a 
period of rapidly falling costs. Money costs decline while effi- 
ciency is growing because of the well-recognized failure of the 
money rate of wages and interest to rise in proportion to the 
growdi of efficiency. Stable prices in a period of falling money 
costs, therefore, tend to lead to excessive profits, which in turn 
lead to overexpansion and subsequent depression. The over- 
expansion and collapse that occurred in the United States during 
the 1920’s is commonly explained upon these grounds. Table 
78, on page 783, presents some evidence in support of this view. 

Stable prices and equality of savings and investment Advo- 
cates of a stable price level sometimes hold that it would auto- 
matically avoid both forced saving and a wastage of voluntary 
saving by penrutting and requiring that voluntary money sav- 
ings equal investment. The banking system would merely oper- 
ate to convert voluntary savings into real capital. But in an 
expanding economic society, this would not be true. The growth 
of production, because of both a larger population and greater 
efficiency, requires some expansion of the means of payment if 
stable prices are to be maintained. 

The expansion in the volume of money sufficient to provide 
stable prices in a growing and improving economy would require 
a rate of interest low enough to induce the rate of investment to 
rise somewhat above the rate of saving. This is necessary be- 
cause an expansion of money under the conventional banking 
system occurs only when business finds it profitable to expand 
capital by borrowing at the banks.* But this low interest rate 
may easily lead to an upswing of business that eventually must 
be reversed. The failure. of money costs of production to rise 
with the growth in efficiency provides an impetus to inflation 
already described^ 

Slowly rising prices. Impressed by the obvious fact that ris- 
ing prices give encpqragepaient to business, some have advocated 
a policy of gently riring prices as a cure for unemployment and 
depression. The windfall profits that would be relied upon tp; 

' \ i 

^ Either business must direqt borrduping at the banks or the banks musts 

expand their security holds^. 

Durbin, E, F. of Policy, N6fw;York, John Wiiey' 

& Sons, 1935, pp. fDurbfai ^g^st^.rthat a stable pri©6 policy might bel 

shorn of its inflationaiy < tendencies if 'th^ ‘^iSequired monetary expansion 
brought about by placing the' appropriate (Mrectly idto the consUmOte^f 
hands and at the same tupe |io, expand loans and 

deposit^ Ibido, pp# < i u ^ ^ ’il 
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provide the stimulus to business activity depend, of course, upon 
the tendency of wages and other costs to lag behind the rising 
prices. Yet this need not be objectionable to the wage earner, 
for he would gain in fuller employment more than he would lose 
by a lagging wage rate. Such a policy could hardly be expected 
to provide the economic millennium, however, for it would ^most 
certainly be accompanied by an overexpansion in investment and 
inflation that inevitably are followed by a collapse. Tar. from 
providing protection from business fluctuations and unemploy- 
ment, a rising price policy would be certain to make matters 
worse. 

Slowly falling prices. Because inoney costs of production are 
“sticky” and can be forced down only through depression, falling 
prices are quite generally viewed as the arch-enemy of economic 
stability and well-being. Nevertheless, some reasons can be 
given in favor of falling prices. 

First, in contrast to rising prices, which reward the speculative 
businessman and shield the inefficient from the fruits of his 
errors, falling prices require high-grade managerial performance 
for business survival. From the standpoint of public welfare, 
this is a desirable result. Second, if prices do not fall so rapidly 
as 'to unduly depress business activity, the distribution of income 
is improved because of the increased Share that tends to go to 
wage earners.' Third, dowly falling prices provide an escape 
from the inflationary effect of stable prices in an advmieing 
economic society. 

Neutrd Money 

To some writers, the ideal money is one that in no way intro- 
duces any monetary influences into the economic, situation. In 
other words, money should exercise neither an inflationary nor a 
deflationary influence on business activity. Such a money would 
be “neutral.” llie achievement of this ideal would eluninate 
one important cause of business fluctuations and bring the goal of 
economic' stability that much nearer to attainment. This does 
not mean that a neutral money would entirely eliminate business 
fluctuations, for nonmonetary factors would remain.® 


® Cf.' Man^all, Alfred, Oftcial Papers, London, MacmiHan and Company, Ltd., 
1926, p. 9. 

^Fpr %E examination of t^e question of whether or not neutral money would 
e®rtir4jy eliminate cyclical fluetaations, see Harold Barger’s “Neutral Money and 
the Trade Cyde,” Eoonomica, November, 1936, pp. 436-440. 
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The reqioirements for a neutral money. What monetary 
^stem would satisfy the requirements of a neutral money? 
Advocates of stable prices generally regard their monetary policy 
as a correct one. They hold that stable prices will prevent 
monetary forces from operating to cause business fluctuatbns. 
But to the advocates of neutral money, this belief is erroneous 
and, when accepted dogmatically, lies “at the root of most of the 
shortcomings of present-day monetary theory” and is a bar to 
almost all further progress/ Because economic fluctuations in- 
volve inequality of saving and investment, the true test of a 
neutral money is sometimes believed to be one under which 
saving and investment are equal. To equalize saving and in- 
vestment requires the maintenance of the rate of interest at its 
natural or equilibrium point. Banks must lend neither more 
nor less than is deposited with them as savings and must not 
change the volume of currency and demand deposits. To permit 
banks to expand the volume of money would require an excess 
of investment over saving, with a resultant disturbance to equi- 
librium.® 

But the idea that neutral money requires a fixed volume of 
money must not be taken too literally. , There are circumstances 
that call for a change in the volume of money if the neutral money 
goed is to be achieved. For example, if the volume of money 
were fixed, a change in the structure of industry that reduced the 
money required in the industrial circulation would tend to be 
inflationary. On the other hand, a change that increased the 
money needed for industrial circulation would be deflationary, 
since naoney available for consumers’ income would have to be 
reduced to provide the required increase in industrial cash bal- 
ances.® Therefore, any economic change that causes a change 
in the circuit velocity of money requires offsetting changes in 
the volume of money if it is to remain neutral. Improvements 
in industrial technique leading to greater productive efficiency 
tend to requhe an elaboration and lengthening of the productive 
process. , To the extent that this increases the demand for money 
to handle the expanded industrial process, neutral money ought 
to expand also. Otherwise, the proportion of the total money 
supply that will flow into consumers’ hands will be reduced and 

7 Hayek, F. A., Prices and Production, London, G. Eoutledge and Sons, Ltd., 
1931, p. 25. 

8 Ibid., pp. 89-92. 

8 On this point, see Hayek, op. cit., pp. 101-106, and I)urbin, op* ciU, pp. 120-128. 



.QUANTITATIVE STANDARDS OF CREDIT POLICY 787 

prices will have to fall faster than justified by the fall in costs.*® 

Neutral money and a growing population. Still another 
troublesome question concerns the changes in output arising 
from the growth of population. Clearly, if the growth of popu- 
lation results in an expansion in total output, a fixed quantity of 
money would cause a deflationary and entirely unwarranted fall 
in the level of prices, one in no way related to a fall in real costs. 
The cash requirements for industrial circulation will be increased 
as the whole scale of output grows. At the same time, the num- 
ber of persons requiring income cash balances will increase. A 
fixed supply of money under these circumstances must result in 
a fall in prices sufficient to enable the fixed quantity to care for 
the increased requirements." 

Finally, the concept of neutral money necessarily involves the 
total amount of money payments made during a period of time, 
(that is, MV). The actual volume of money must, therefore, 
be adjusted to offset changes in velocity arising from hoarding 
and dishoarding of cash balances. 

One may conclude that the ideal of neutral money is most 
nearly fulffled by a monetary system in which the quantity of 
money is allowed to vary only to offset (1) changes in circuit 
velocity due to, changes in the productive processes, (2) changes 
in the volume of production arising from a growth of population, 
and (3) changes in the velocity of money due to hoarding and 
dishoarding. Under such an arrangement, the result would be 
to stabilize per capita money incomes. This appears to be a 
more desirable theoretical goal than either a fixed supply of 
money or stable prices." 

Neutral money policy not suitable for a country on an inter- 
national currency system. Professor Hayek, one of the leading 
advocates of neutral money, holds that it is not suitable for appli- 
cation to a single country but, instead, is appropriate only for 
the closed economy of the whole world. He holds that it is 
desirable that the volume of money within any particular geo- 
graphical area should fluctuate with changes in production within 

Cf. Barger, op. dt., pp. 433-434, and Gayer, op. oit., pp. 241-243. 

Durbin sugg^s that if the growth of population is combined with a constant 
supply of capital, the resulting reduction in capital per head will tend to reduce 
the number of ^ages through which output must pass during the production 
process. Thus, taken alone, a growth in population would tend to increase the 
proportion of consumers’ income to the total circulation. This would be a factor 
tending to offset somewhat the deflationary effects. Durbin, op. ciL, pp. 153-159. 

12 Cf. Durbin, op. pp. 120-129. 
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that area. Only in this way can each community’s share in the 
products of the rest of the world be properly adjusted. This 
would not require an absolute increase in the money supply of 
the whole closed economy of the world, but merely a variation 
in the “relative local distribution” of money between the different 
areas.^® This particular criticism of neutral money does not im- 
press most advocates of monetary management, who prefer an 
independent rather than an international currency system. 
With an independent currency system, changes in the quantity 
of money within any particular country are not required in order 
to bring about appropriate changes in that country’s command 
over world goods, for the balance of payments is equalized by 
shifts in the foreign exchange rates. 

The objection to fixed money incomes. We have already 
seen that neutral money in its most effective form would aim at 
the stabilization of money incomes. Such a system would surely 
meet with formidable objections in labor circles. It is difficult 
to persuade an individual of the advantages of receiving the 
benefits of industrial progress solely through the medium of 
lower prices. Labor, along with other recipients of money in- 
comes, is much impressed with the importance of an expanding 
money income. It is not hard to see why this is so. The success 
of any individual or group of individuals in improving their rela- 
tive position in the economic system normally requires some in- 
crease in money income. A monetary system that lessens the 
opportunity to strive for a higher money income is, therefore, 
certain to be viewed with suspicion if not with outright disfavor; 
A neutral money system would require that trade union pressure 
fcff higher wages be stoutly resBt^, for increased money wages 
would have to represent only increases in the proportion of the 
total national income that labor receives. The serious preoccu- 
pation of labor with ibe size of its money income furnishes a 
strong practical reason for a preference for stable prices, with 
wages rising with tedinieal advance, rather than neutral money 
with its stable mc*iey inc«ne requirements. In contrast, a stable 
price level not only permits a general rise in wages as efficiency 
of production is increased, but also it avoids the painful necessity 
of cutting piece rates with imj^royements in efficiency. Fmther, 
stable prices with rising mwiey wages avoids the need for absolute 
reductions in money wages of the less efficient workers. 

The criteria for admirustering a Ahother 

serious objection to any practical applicaiion of the neutrd 
IS Hayek, Prices and Production, pp. 93-95; 1D8-Ib9. 
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money theory is foimd in the difiS-culty of setting up workable 
criteria for determining the proper quantity of money. One 
escape from this troublesome problem is the ^option of a fixed- 
quantity-of-money policy. But we have already seen that such 
a policy is certain to have midesirable deflationary effects. 
Clearly, there is no readily available measure of the rate of tech- 
nical progress from which one might calculate the proper rate of 
decline of the price level required for a stable-income neutral 
money. Nor is there any easy way to determine the changes in 
the quantity of money that would be required to offset increases 
in population and changes in the monetary requirements of the 
industrial system arising from changes in productive technique. 
Even changes in velocity due to hoarding and dishoarding are 
difficult to measure promptly enough to furnish a guide to mone- 
tary policy In these respects, the policy of stable prices, in 
contrast to stable incomes, has distinct advantages. 

Deflationary effects of neutral money due to monopoly and 
unequal rates of economic improvements. Another criticism 
of neutral money is based upon the existence of monopolies and 
unequal rates of economic improvements within the industrial 
system. If the criterion used to regulate a neutral money system 
is a declining index of prices that corresponds to the average fall 
in costs, there iS' danger that some industries would be unduly 
depressed. The large number of products that are sold in mar- 
kets that are less than purely competitive would create a problem 
because of the tendency of prices of such goods to respond be- 
latedly to a decline in cost. Therefore, any attempt to drive 
down the average level of pricesi by an amount corresponding to 
the average decline in costs must result in undue pressure upon 
the prices of the nonmonopolized products. Only in this manner 
could the price index be depressed by the amount required to 
correspond with the growth of productive efficiency. A similar 
result would occur if, as k almost certain to happen, technical 
efficiency increased at unequal rates in different industries. Here, 
again, the imposition of a falling level, corresponding to 
the average fall in costs, would unduly depress prices in indus- 
tries that have enjoyed a less than average growth in efficiency. 
At the same time^ industries whose efficiency is growing at a 
rate above the average would be somewhat inflated. 

The above criticism does, not apply seriously, however, to a 
neutral money whose quantity is permitted to increase only by 

For an interesting attempt to set up a basic design for measuring the mone- 
tary factors involved in a neutral money, see Durbin, op. dt, Chapter VI. 



790 QUANTITATIVE STANDARDS OF CREDIT POLICY 

an amount needed to offset population and velocity changes. 
Because under such a criterion of neutral money the level of 
prices would be' disregarded, no undue pressure need be ffelt by 
nonmonopolized prices or by prices of goods produced in indus- 
tries having a less than average rate of growth in efficiency. 

Finally, a neutral money designed to provide a constant level 
of money incomes possesses a serious theoretical and practical 
defect in an economy in which economic improvements take such 
a form that the real marginal productivity of capital advances 
somewhat faster than the real marginal utility of labor. In such 
a case, although labor’s income would be expanding absolutely, 
its relative share in the total economic output would be declining. 
Under these circumstances, wage rates would have to be forced 
down in order to adhere to the constant per capita income prin- 
ciple. Resistance to wage rate decrease would promote a secular 
upward trend in unemplo3rment.^' 

Constant Per Capita Money Income versus Stable Prices 

The choice of monetary policy would seem to lie between 
neutral money, of the sort that will provide stable per capita 
money incomes, and stable prices. The theoretical requirements 
fca: economic stability appear to be most nearly met by neutral 
money. But as a practical matter, it leaves much to be desired. 
On the other hand, stable prices have much to be said for them 
from the standpoint of practical application. In making a choice 
in such a matter as this, theoretical perfection must sometimes 
be sacrificed to practical considerations. 

One of the strongest reasons for preferring stable prices instead 
of the falling prices of neutral money is the relatively greater 
ease of setting up a criterion for establishing stable prices. 
Another powerful reason exists in the strong sentiment in favor 
of rising money incomes. Such sentiments cannot be airily dis- 
regarded in proposed plans for monetary jnanagement, since pub- 
lic opinion must be taken into account. When it comes to an 
actual choice of policy, ihe preference would seem to lie ■with 
stable prices in spite of the well-known limitations of such a 
policy. The practical advantages of stable prices promise to 
exceed those of neutral-money by a considerable margin. 

The avoidance of inflation under stable prices. In spite of its 
shortcomings, a stable price policy would be no little improve- 
ment over highly unstable prices, for 'any<'resulting reduction in 


Durbin, op. cit., pp. 159-161. 
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the amplitude of business fluctuations would be a substantial 
economic gain. The value of stable prices would be still further 
enhanced in case their -inflationary tendencies in an advancing 
economic society could be avoided. What, we may ask, are the 
possibilities in this direction? 

Because the inflationary effect of stable prices arises from the 
lag in the rewards of factors of production in the face of increas- 
ing productive efficiency, an obvious cure would involve an ap- 
propriate increase in such rewards. The action of trade unions 
might be utilized to bring about rising wages. Unionization 
could be encouraged. But such a method of insuring against the 
appearance of windfall profits would be imreliable and unsatis- 
factory. As an alternative, some automatic increase in wage 
levels might be provided for as the average efficiency increased. 
There seems to be no very good way to provide increased incomes 
for creditors and other recipients of fixed incomes. Any plan to 
increase wages and other money incomes involves the dual diffi- 
culties of measuring the rate of increase in efficiency and avoiding 
undue deflationary pressure upon business firms not enjosdng an 
improvement in efficiency. 

A more promising suggestion for avoiding overinvestment and 
boom under stable prices is Durbin’s proposal that the expansion 
in the quantity of money required to provide stable prices in a 
growing economy be made available by the issue of currency to 
consumers by the government." But with falling money costs 
and stable market prices, the injection of new money into con- 
sumers’ pockets will result in excessive business profits during 
the time taken for wages and other costs to rise. If credit ex- 
pansion were then readily available through the commercial 
banks, an inflationary and self-reversing expansion in capital 
investment would be likely to develop. In order to avoid this 
possible cumulative inflation, the commercial banks would have 
to be prevented from making any further expansion in currency 
and credit by a careful limitation upon the reserves made avail- 
able to the banking S3^tem by the central bank. 

The short-period aspect of price stabilization. In entering 
upon any general program of price stabilization, there arises the 
problem of the manner in which the monetary authorities are to 
exercise their powers. For example, shall they main tain a some- 
what loose type of control aimed at preventing the development 
of any dangerous cyclical price movements while allowing some 


Durbin, op. cit., pp. 233-237. 
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short-run flexibility in the price level, or should they strive to 
impose a tight form of supervision with the aim of preserving, 
so far as possible, an absolutely stable level of short-run prices? 

Practical attempts at price stabilization must involve the use 
of some selected index of prices. When this index shows signs 
of fluctuation, the monetary authority must take proper counter- 
acting measures. But attempts to counteract every short-time' 
change in the price level would be certain to prove both difficult; 
and undesirable. In the first place, because of the inaccuracy of 
index numbers, it would be inappropriate to put the monetary 
controls into operation merely because of a small movement of 
the price index. Not until the movement reached some signifi- 
cant proportions should counteracting monetary operations be 
introduced. Nor are the instruments of control available to the 
monetary authority sufficiently precise to justify attempts to 
correct small price movements. Any price stabilization plan, 
tirerefore, seems to call for a margin of tolerance within which 
movements of the selected price index might be viewed with 
equanimity. 

Further, circumstances may easily arise that would make the 
rigid imposition of a stable price index a highly undesirable short- 
run policy. This may be illustrated by assuming that unfavor- 
able grain weather has resulted in a short crop. The price of 
^ain wiU rise, and with it the index of prices. If corrective ac- 
tim were to be taken to prevent or check such an increase in 
ttie pice index, it would involve the deflation of other prices. 
Clearly, such action would be an outright injury to business sta- 
l^tj', Iot it would impose a general business deflation upon the 
eommuniiy in order that the precious stability of the price index 
might be preservai. Similarly, a bountiful crop would lead to 
lower grain prices and a fall in the jaice index. To introduce 
inflationary measures designed to raise other prices sufficiently to 
bring the average back up to the levd agreed upon would also 
be highly undesirable. For this reason, it is inqjortant that pricrf 
movements originating in su<ffi accidental and short-run occur- 
rences be disregarded by a monetary authority bent upon price 
stabilization.^^ 

Because of the need for a margin of tolerance in conn^tion 
with price stabilization, it becomes all the more necessary that 


Cf. Mahr, Alexander, Monetary StabiUty, Chicago, Uniyersrly of Chicago 
Press, 1933 (Public Policy Pamphlet No. 9), pp. 9-12. Also see cSayer, op. cit., 
pp. 243-245. - ' : ;,i i 
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some effective means be available to the monetary authority by 
which it may judge the nature of economic developments. It 
must be in a position to judge, for example, whetdier or not a 
particular movement in the price index is due to an underlying 
inflationary or deflationary development. Promptness of action 
is essential, but it must be based upon sound knowledge. If 
neither a strictly fixed supply of money nor a strictly stable 
price level is desirable, there immediately arises the need for 
full knowledge of underlying conditions upon which judgments 
may be used. In such a case, a price index alone is no substitute 
for broad knowledge.^ 

Summary of the Problem of Monetary Policy 

The elimination of fluctuations in business activity is the cen- 
tral goal of modern monetary and credit policy. Although price 
movements may have undesirable results upon the distribution 
of national income, it is their adverse effect upon the size of the 
national income that commands the primary attention of stu- 
dents of monetary problems. In the light of this central goal, 
several basic questions are presented. First, are there available 
adequate instruments of control to enable those in charge of 
monetary and credit policies to put any given policy into effect? 
Second, what criteria are best suited to guide the authorities in 
the execution of the agreed upon policy? Third, what monetary 
policy offers the best possibility of making a genuine contribu- 
tion to the solution of the problem of business instability? 

In answer to the first question, it seems entirely possible that 
the needed control over money and credit can be exercised within 
the general framework of our present bankmg system. Particu- 
larly would this be true if the powers of the Federal Reserve 
System over reserve requirements were expanded and if an inde- 
pendent currency system were adopted. Under these circum- 
stances, central bank policy might easily be made effective in 
limiting the expansion phase of cyclical price movements. If 
this plan were coupled with a determined policy of government 
investment during depressions, it should be possible to prevent 
the operation of purely monetary and bankmg forces tending to 
accentuate the decline. There seems to be no real necessity for 


18 For an opposite view, see Henry Simons’ “Eules versys Authorities in Mone- 
^ry Policy,” Journal of Political Economy, February, 1936. Simons !holds that 
the control of monetary policy should be removed from dependence upon the 
current judgment of those in charge and instead be determined by a rigid and 
unvarying rule. 
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introducing such an arrangement as that proposed by the advo- 
cates of 100 per cent money in order that the required controls 
may be achieved. 

As to the proper criteria for the administration of a credit 
policy, it is inevitable that some price index be given central 
place. Because the business community is most dependent upon 
the behavior of wholesale prices for its weU-beiag, the stabiliza- 
tion and control of wholesale prices promises more beneficial 
results than stabilization of retail prices, costs of living, or gen- 
eral prices. The relatively greater sensitiveness of wholesale 
prices to cyclical developments is another point in favor of their 
stabilization. 

The choice of monetary policy that promises the greatest con- 
tribution to economic stability lies between a neutral money of 
the kind that would provide for constant per capita money in- 
comes, and stable wholesale prices. In theory, much can be said 
for a neutral money policy that would allow prices to fall in pro- 
portion to the growth in industrial efficiency. The basic argu- 
ment for neutral money rests upon the lag of money costs of 
production behind the growth in efficiency. Were this lag avoid- 
able, there would be little argument for neutral money. An 
add^ argument is found in the disturbing effects upon economic 
equilibrium that arise from the constantly increasing money 
supply required to provide stable prices in a world where output 
is expanding. To induce the credit expansion required to provide 
the increase in money and credit, the interest rate must be held 
below the point where saving and investment are equal. The 
inflationary result tends to be self-reversing in character and 
therefore would be a source of instability. 

But in practice, a neutral money policy requiring stable per 
capita money incomes would present serious difficulties. It 
would prove irritating to labor because it would run counter to 
the firmly established human bias in favor of rising money wages. 
The adjustment of wages between the more and the less efficient 
laborers would become more difficult. The discovery of com- 
petent measuring devices for use as a guide to a neutral money 
policy promises to be almost impossible. In contrast, a stable 
price level offers definite advantages. Money wages can rise 
with a ^wth in efficiency. The wholesale price index is readily 
available for use in determining when to introduce measures of 
control. Stable prices, however, present cktain difficulties. A 
closely followed policy of stable prices would be cfisturbing to 
stability if applied to short-run seasonal ^velopments. A ^ort 
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or a large crop will cause sharp variations in agricultural prices 
and will induce changes in the price index, but to impose either 
inflationary or deflationary pressure upon prices of other com- 
modities in the pursuit of a stable index of wholesale prices would 
be entirely unwarranted under the circumstances. Some margin 
of tolerance for smaE short-run changes in the price index would 
be required. This, in turn, calls for the exercise of intelligent 
judgment by the monetary authority in timing the apphcation 
of controls. Moreover, the inflationary character of stable prices 
when efficiency is growing cannot be disregarded. Provision for 
hastening the rise in the rewards of the factors of production in 
the face of growing efficiency must be provided. There is the 
possibility that reliance upon government action to expand the 
currency appropriately and with a strict limitation on the ex- 
pansion powers of the commercial banks might avoid the danger 
of the development of a cumulative inflation movement. 

Finally, it must be recognized that causes other than monetary 
ones contribute to economic instability. The most that one can 
hope for from successful monetary management is the removal 
of the cumulative expansion and contraction of business activity 
that are either imposed or facilitated by monetary and credit 
forces. To achieve this much would, indeed, be a vwy substan- 
tial gain. 
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notes, 348-349 

open-market operations, 351 
discount market, 347-348 
joint-stock banks, 343-346 
cash reserves, 345 
deposits {table), 344 
loans and investments, 345-346 
number and branches, 343 
regulation, lack of, 344 
English pouni return to gold, 1925. 
687-689 

Equations of exchange, 485-502 
criticisms of, 501-603 
Equilibrium interest rate and economic 
equilibrium, 642-544 
Equilibrium rate of interest, 533-535 
European banking crisis, 326-327 
Examination : 
branch banks, 407 
holding company groups, 404, 410 
state member banks, 294, 301 
Excess reserves: 
expansion, 329^2 

Jack of, under national banking sys- 
tem, 264 

of Federal reserve banks, 268-269 
Exchange charges, 120-124 
Exchange depreciation, 637-663 
after 1929, reasons for, 637 • 
voluntary, 638-643 
behavior of wholesale prices in im- 
portant countries {chart), 645 
competitive, 638 

depreciation of sterling, 646-648 
effect on internal price level, 639- 
643 

effect on prices abroad, 642 
effect on production, {table), 652 
evaluation of results, 650-653 
extent of price adjustment, 641, 
643,649 

reasons for, 638-639 
results of, 643-653 
results of .dollar devaluation, 648- 
650 

Exchange rates, foreign, 362-367 (see 
also Foreign exchange, rates) 
deviations from gold parities, ster- 
ling-area countries, 48 
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Exchange restrictions after 1929, rea- 
sons for, 624-626 
Exports, financing, 359 
External drain of specie, 224-225 

F 

Failed banks: 

FDIC receiver for, 101, 429 
losses, 104^106 
rehabilitation, 427-429 
Failures, bank {see Bank failures) 

Farm credit: 

banks for co-operatives, 451 
Federal Farm Mortgage Corporation, 

448 

Federal intermediate credit banks, 

449 

Federal land banks, 443-448 
emergency financing, 448-449 
location, 444 
purpose of loans, 445 
security for loans, 443, 445 
sources of fimds, 446 
Land Bank Commissioner loans, 448 
national farm loan associations, 443, 
445-446 

need for, 442-443 
production cre^dit: 
a^ociations, 456-451, 465 
corporations, 449-450 
Farm Credit Administration, 451-452 
Federal Advisory Council, 2^ 

Federal Deposit Insurance Corporation, 
99-108 (see also Guaranty of 
bank deposits) 

assessment rate on insured banks, 100 
attempts to strengthen banking sys- 
tem, 106-108 
borrowing power, 101 
capital funds, 100 
definition of interest, 79 
experience, first. 7 years, 104-106 
income and expenditures, 105 
mana^ment, 100-101 
objections to size of assessment, 106 
payments to depositors of failed 
banks, 101 

power to lend to receivers, 102 
power to organize new national 
banks, 101 

receiver of failed banks, 101, 429 
regulation of interest on deposits of 
nonmember banks, 79 
regulations of withdrawals of non- 
member bank deposits, 80 
statement of assets and liabilities of, 
105 


Federal Deposit Insurance Corporation 
{Cont.) : 

subrogation of, to depositors’ rights 
against failed banks, 102 
supervisory powers, 107-108 
Federal Farm Mortgage Corporation, 
448 

Federal funds: 
borrowing of, 136-137 
dealers in, 438 

Federal intermediate credit banks, 449 
debentures, 281, 449 
locations, 444, 449 
Federal land banks, 443-448 
Federal Reserve Act, origin of, 263 
Federal reserve banks: 
advances on member bank collateral 
notes, 281-284 

importance, compared with redis- 
counts (table) f 284-285 
secured by eligible paper, 281-283 
secured by ineligible paper, 282-284 
advances to nonmember banks, 270, 
286, 415 
branches: 

location (chart), 265 
management of, 293 
capital, 264, 266 
capital loans to industry, 286 
condition (table), 272 
contact with money market, 269-273, 
30«05, 330 

continuous borrowing at, 313-315 
deposits, 15-16, 266 
direct advances to banks, 270 
direct loans to individuals, 273 
directors, 292-293 
excess reserves, 268 
lenders of last resort, 306 ■ 
liquidity: 
need for, 278-279 

related to temporary advances to 
members, 5^ 

notes and deposits equivalent to cash 
to members, 287 
notes of: 

collateral requirements, 288, 290 
redemption fund for, 289 
reserve requirements, 289 
open-market operations, 271, 272, 
312-313 (see also Federal re- 
serve credit policy) 
fifteen-day repurchase agreements, 
312, 379; 438 

instrument of credit control, 312- 
313 

limited to long-tetm bonds, 333 
purchase of acceptances, 312, 379 
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Federal reserve banks {Cont.)i 
profit motive and, 267 
purchase of acceptances for foreign 
correspondents, 382 
rediscount rate, instrument of credit 
control, 308-311 
rediscounts: 
application for, 273-275 
for each other, 269 
paper eligible, 275-280 
relation to foreign exchange market, 
378-380 

reserves required against deposits, 266 
suspension of, by the Board of 
Governors, 294-295 

Federal Reserve Board (see Board of 
Governors of Federal Reserve 
System) 

Federal reserve collection system, 114- 
117 

development, 123-125 
Interdistrict Settlement Fund, 117 
nontransit items, collection of, 126 
Federal reserve credit policy {see also 
Central bank credit policy) : 
by periods: 

1914-1921, 320 
1922-1923, 321-323 
1924-1927, 324-325 
1928-1929, 325-326 
1930-1933, 326-329 
1933-1938, 329-331 
1939-1941, 332-335 

continuous borrowing, sentiment 
gainst, 313-315 
discretion, use of, 307-308 
easy money, in 1927, 324r-325 
government fiscal policy, relation to, 
316-318 

government gold-buying policy, rela- 
tion to, 316, 331-332 
open-market operations, 312-313 
rediscount rate, 308-311 
special report to Congress, 1940, 334- 
335 

•weapons of control, 759-760 
Federal reserve districts {chart), 265 
Federal reserve exchange, 126-127 
Federal Reserve System, state bank 
membership in, 297-303 
advantages, 300-301 
capital requirements, 297-303 
growth, 298-300, 302-303 
objections to, 301-303 
Fiduciary relations of trust companies, 
• 381-390 

Fifteen-day repurchase agreements, 312, 
379, 43$ 


Finance and loan bills, 370-374 
Finance companies, experience of, with 
automobile financing, 436 
First Bank of the United States, 240- 
241 

Fixed capital loans: 
growth, effects of, 210-211 
nature, 206 
objections to, 209 

Flexible exchange rates and economic 
stabilization, 745-746 
Forced balances: 

effect on multiple bank credit expan- 
sion, 221 

line of credit borrowers, 171-173 
Forced saving, 232-234 
Foreign banking systems, 336-358 
Foreign banking units of American 
banks, 377-378 

Foreign bills of exchange {see Bills of 
exchange, foreign) 

Foreign exchange : 
arbitrage, 375-376 
inland banks, sales of, 377 
market, place of Federal reserve 
backs in, 378-380 
merchants, 362 
rates, 362-^63 

gold points, method of determioing, 
362-365 

under paper currencies, 365-367 
three-cornered, 376-377 
Foreign trade financing, 359-360 
American banks’ share in, 216, 369 
by letters of credit {see Letters of 
credit) 

Forward exchange, 374-375 
Fractional bank reserves, critician of, 
764-765 

Free banking, 243-245 
Free gold, effect of collateral require- 
ments of Federal reserve notes 
upon, 290 

French banking system : 

Bank of France, 352-353 
great credit banks, 354 
French franc: 

stabilization of, in 1926, 685-687 
undervaluation of, 687 

G 

Garlock, Fred A., “Two Country Banks 
in Iowa and Virginia,” 142-144 
General price level {chart), ^ 
related to volume of demand de- 
posits (c/iort)^493 
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German banMng system, 354-357 
giro system, 356 
private credit banks, 356-357 
Eeichsbank, 355-356 
German mark, stabilization of, in 1923, 
684-685 

Gold: 

export of, effect on credit policy, 
326-328 

hoarding of, 415 

holdings of XT. S. Treasury, 331-332 
import and export points, 363-365 
imports, sterilization of, 316, 331-332 
stability of value, 21-22 
superior qualities as money, 21-22 
supply of the United States, 14^16 
Gold Bloc abandons gold standard, 726- 
721 

Gold clause in contracts, repeal of, 731- 
732 

Gold coins. United States, 14-15 
Gold exchange standard : 
central banks and, 47 
Indian system, 42^ 
objections to, 46-47 
Philippine system, 40-4:? 
postwar, 44-46 
Gold movements: 
no corrective , effects, 586-587 
central banks “offset,” 585 
^c©3S reserves in banking system, 
585 

restore equilibrium in balance of pay- 
ments, 583-584 

Gold problem. United States, 734-739 
Gold purchase plan, 1933, 72^727 
Gold Reserve. Act, 1934, 36 
Gold Settlement Fund (&ee Interdisfeiiet 
Settlement Fxmd) . 

Gold shipping points, 576-577 
Gold standard, 34-39 
advantages, 37-38 
breakdown after 1^9, 710-721 
England, 1931, 716-718 
environmental conditions of 1920’s, 
710-715 

cost and price rigidities, 713-714 
foreign lending, irregular, 712-713 
international debts, 712 
“offsetting” by central banks, 
714-715 

short-term balances, 712 
European Gold Bloc, 720-721 
in raw material-producing csoun- 
tries, 715r716 . . 

United States abandons gold, 719- 
, j 7?0, 725r726 . . 


Gold standard {Cont .) : 
controlled exchange rates, 616-617 
countries on, exposed to world price 
changes, 3 

gold bullion standard, 35-36 
gold coin standard, 34-35 
resumption after First World War, 
681-690 

deflation versus devaluation, 682- 
684 

England, 687-689 
France, 685-687 
Germany, 684-685 
objections to, 681-682 
other countries, 690 
Gold supply: 
adequacy, 691-709 

distribution of monetary stock, 1926- 
1931 {table), 707 
economies in use, 702-704 
maldistribution as cause of price de- 
cline, 704-709 

needed for long-run price stability, 
692-698 

CasseFs estimate, 693-696 
Hardy and Wilcoxen’s estimates, 
697 

Kitchen’s estimate, 696-697 
Warren and Pearson’s estimate, 
699-700 

shortage as cause of price decline 
' after 1929, 698-702 
United States: 
causes of increase, 734, 736 
economic cost, 737-738 
inflationary threat, 736-738 
proposals' to stop imports, 738-739 
GovemHWt fiscal operations, effect of 
on credit, 761 

Qovernm^t feal policy, relation of to 
credit ooaitrol, 316 

Government investment in public 
works, 769-771 
Government securities: 
as secondary reserve, 144-146 
with circulation' privilege, 248, 251- 
252 

Graduated tax on reserve deficiency of 
reserve banks, 266, 269 
Greenbacks^ redemption of, in 1879, 33 
Gresham’s Law, 27 ' . , i , 

Group banking Holding company 
bankii^). . i , , 

Guaranty of bank depOJ^, 95^108 (see 
; . Fedeml D^sit Instarsnce 
Corporation): i r . . 
experienceti 'irilb fysfeeims^ 97-99 
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Guaranty of bank deposits (Cont ,) : 
mutual savings banks, 102-103 
original permanent plan, 99-100 
present system, 100-102 
reasons for, 96-97 
standards for judging, 93-94 
effect on functioning of banks, 96 
effect on management, 94-96 
financial burden, 97 
temporary plan, 99 
termination of insured status, 101-102 
type of deposits insured, 103 
Guinea, gold, 30 

H 

Hartzell, Elmer, method of for com- 
puting needed secondary re- 
serve, 144 

Holding company banking: 
advantages, 404 
legal control, 410-411 
objections to, 404r-405 
purposes, 402-403 
voting permits, 410 

I 

Impairment of reserves, penalty for, 136 
Income approach (see Theory of value 
of money, income approach) 
Inconvertible paper, 10-11, 24-25, 49-50 
Inconvertible paper currencies, rates of 
exchange on, 365-367 
Independent paper currencies: 
case for, 741-746 

economic stabilization with, 745-746 
freedom fropa world cyclical price 
changes, 756-757 
objections to, 751'-767 
inflationary bias, 751-752 
long-term lending problem, 752-753, 
seasonal disturbances, 755 
speculative short-term capital move- 
ment, 753-755 
Index numbers: 
aggregate type^ 462-464 
base period, 460-461 
Bureau -of L^ibof , Statistics wholesale 
price/ 

by groups of commoditiei^ 456-457 
method I of. construction, 461-464 
problems of, 459r460 
India, gold hpardimg^ by, 555 
Individual loans, limit on size pf, 182- 
184, 248-25t 


Inelasticity of national banking lystem, 
253-258 
Inflation : 
resistance to, 335 

resulting from exchange depreciation, 
609-615 

France, 609-610 
Germany, 610-615 

Installment paper, -bought by com- 
mercial banks, 178 

Insurance of bank deposits (see Fed- 
eral Deposit Insurance Corpo- 
ration; Guaranty of bank 
deposits) 

Insured mortgages as real estate loans 
of banks, 185 

Interdistrict Settlement Fund, 117-118, 
128 

Interest-bearing debt. United States 
Government, 148 

Interest on deposits, regulation of, 78- 
79 

Interest rate : 
equilibrium, 533-535 
market, 535^39 
natural, 533, 542 
price level and, 533-551 
Interlocking directorates: 
between member banks, 411-412 
in chain banking, 408 
Intermediate credit banks, 449-450 
Intermediate credit for businessmen, 
175-176. 

Internal drain of currency, 223-224 
International gold standard, difficulties 
in, 741 

International lending and balance of 
payments, 596-597 

International monetary standard, eco- 
nomic stabilization under, 746- 
748 

International price relationships: 
balance of payments theoiy of ex- 
change rates, 607-609 
gold standard: 

dii^iiilibrium,' causes of, 578 
disequilibrium, corrective forces of, 
578-582 

from' gold' movements, 583--584 
: short-term capital movements, ’ 

584^585 

i^ntaneous, 580-582, 5^2-593 
time^ required to operate, 587-591 
unilateral capital movements, 
593-597 

goods moving in intemationaj 
trade, 569 
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International price relationships 
(Cont.) : 

gold standard (Cont .) : 
home-market commodities, 570-671 
in increasing-cost industries, 572 
meaning of equilibrium under, 571- 
572 

relation of prices of sheltered and 
unsheltered goods, 572-573 
unsheltered goods, 56^571 
inconvertible paper currencies: 
balance of payments theory sup- 
ported by experience of France 
and Germany, 602-615 
equilibrium rate of exchange, 598- 
600 

corrections of market rate, 607 
deviations from, 605-607 
e^tchange depreciation, cause of in- 
flation, 609-615 
France, 609-610 
Germany, 610-615 
flexible exchange rates, 599-600 
overvalued currencies, 606 
purchasing power parity, 600-604 
calculation, method of, 601-602 
criticism of Cassel’s method of 
calculation, 602-603 
deviations of market rate from 
calculated rate (table) ^ 606 
price index suitable for calculat- 
ing, 604-605 

seasonal fluctuations in exchange 
rates, 599-600 

undervalued currencies, 606 
price equilibrium, 568-569 
International trade: 
bilateral clearing agreements, 633- 
635 

gold standard, settlement of debt 
balances under, 573-^577 
resemblance to domestic trade, 565- 
566 

Interregional trade: 
domestic, settlement of balances, 574- 
675 

effects of crop failure, 562-566 
effects of shifts in defnand, 565 
effects of shifts in direction of capital 
movements, 564r-565 
Investihent, incentives for, 511-512 
Investment banking, type of financial 
institution, 52 
Investment funds: 

‘ demand for, 535-536 
supply of, 537-539 


Investments, bank: 
administration, 198-199 
evaluation of bonds, 191-193 
legal regulation of, 195-198 
liquidity, 193-195 
losses on, 199-202 
member bank (table) j 190 
national banks, classification of, 189 
under repurchase agreements, 195 
Involuntary open-market operations, 
312 (see also Federal reserve 
banks, open-market operations) 
% 

L 

Land Bank Commissioner, loans by, 
448, 453 

Large-scale banking (see also Holding 
company banking, Chain bank- 
ing, and Branch banking) : 
advantages of, 397-400 
aflSliated banks and companies, 400- 
402 

national banks, 400-401 
reasons for, 397-400 
Latin Monetary Union, 31 
Leakages, 522-523 

Legal reserve requirements, 134r-137 
classification of cities, 137 
computation method for member 
banks, 135-136 
deficiency, effect of, 136 
member banks, criticism of, 138-139 
reasons for, 132-134 
related to inelasticity of national 
banking system, 254-256 
Letters of cre^t: 
applications f6r, 367-368 
financing shipments between foreign 
countries, 369 

import and export, 368-369 
Licensing reopening of banks, 415-416 
Line of credit, 171-173 
Liquidity: 

Federal reserve bank : 
need for, 279-280 

related to temporary advances, 280 
of bonds, 193-194 
Loan and finance bills, 370-374 
Loans and discounts, 150-186 
accommodation, 168 
afiEliates, loans to, 185-186 
aimual clean-up, 171 
brokered 152-158, 431-4^ 
by New York banks for cormtiy cor- 
rei^cmdents, 156 
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Loans and discounts (Cont.) : 
classification of member banks’, 153, 
176-177 

collateral loan agreement, 157-158 
commercial, secured by stocks and 
bonds, 155-156 

commercial paper, 144r-149, 439-441 
commodity collateral, 158-163 
bills of lading, 160 
trust receipts, 163 
warehouse receipts, 161-162 
earnings and losses on (table) ^ 200 
executive officers, loans to, 185-186, 
427 

expansion of, on new reserves, 220- 
222 

fixed-capital, 206-211 
individual loans, limits on size of, 
182-184, 248, 252 
legal regulation, 182-186 
real estate, 178-182, 184^185 
secured by banks’ own stock, pro- 
hibited, 184 

secured by stocks and bonds, 152-156 
security trading, margin requirements 
for, 186 

self-liquidating, 204-209 
shiftable versus self-liquidating, 206- 
209 

short-term, 151, 174 
single-name paper, 168 
term loans, 175-177 
to continuous borrowers, 205-206 
unsecured, 163-174 
Loans and investments: 
member banks, 154 
percentage yields (chart), 201 
relative returns on (chart), 188 
Loans for “others,” 432-4S3 
Long-term interest rates, relation of to 
discount rate, 550 

from failed banks, 104 
on bond investments, 199-201 

M 

Maladjustment of world’s gold supply, 
704-709 

Managed paper standards, 49-50 
advantages, 50 
objections to, 50 

Marginal efficiency of capital, 519 
Market rate of interest . versus equi- 
librium rate, 5^>-642 
Market ratip, bimetallism, 26, 30 


Member banks: 

borrowing on collateral notes secured 
by: 

eligible paper and government 
bonds, 281-282 
ineligible paper, 282-285 
deposits of member and nonmember 
banks (table), 303 

earnings and losses on loans and in- 
vestments (table), 200 
examination by Eederal reserve 
banks, 294, 301 
excess reserves, 138 
chart showing, 329 
expansion, 329-330 

legal reserve requirements, 134-136, 
138-139 

loans, classification of, 151, 153 
loans and investments (chart), 154 
number of member and nonmember 
banks (table), 302 

rediscounts (see Federal reserve 
banks, rediscounts) 
reserve requirements (table), 134; 
(see also Required reserves for 
member banks) 

changes affecting excess reserves 
(chart), 329 

instrument of credit policy, 305, 315 
separation of security companies 
from, 411 

Metals, monetary, 20, 22 
Mill, J. S., on demand for money, 479 
Mint ratio, bimetallism, 26, 28 
Mitchell, W. C., on changing pric^ 
and length of prosperity and 
depression, 470-472 
Monetary and credit standards: 
qualitative standards of credit policy, 
774-779 

banking theory, 776-779 
Bullion Report, 774-776 
Currency School, 776-777 
self-liquidating commercial loans, 
776-779 

quantitative standards of credit pol- 
icy, 780-795 

choice of price levels for stabiliza- 
tion, 780-782 

constant per capita money incomes, 
789-791^ 

neutral money, 785-790 
stable wholesale prices, 782-784 
Monetary management: 
international co-operation, 748-760 
difficulties of, 748-749 
possible methods of, 749-750 
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Monetary management {Cont .) : 
methods of, 758 
central banks, 758-761 
composite commodity units plan, 
771-773 

control of foreign exchange rate, 
763-764 

Fisher's stabilized dollar, 761-763 
government investment in public 
works, 76^771 

one hundred per cent money, 764- 
769 

Monetary nationalism (see also Inde- 
pendent paper currencies): 
case against, 751-757 
case for, 741-746 

facilitates economic stabilization, 
745-746 

increasing rigidity of prices, 742- 
745 

Money: 

bank, 12-13 ^ • 

demand deposits, 13 
time deposits, 14 
coinage, 23-24 
defined, 9-lQ 
effective, 14, 16-17 
inconvertible paper, 24-25 
medium of exchange, 1-2, 8-8 
metals used for, 20-21 
need for stable value, 7-8 
origins, 18 

ininaitive foims^ 19-29 
standard: 

m cimiktion, 12 , 
other than gold, 15 
the State and, 11-12 
variahiyiity 11 
^sandard lof deferred pa 3 rments, 9 
standard of value, 7 
store of value, 8-9 
types of, in United States, 17-18 
use of, causing economic disturbances, 

Money desk, New ' York Stock Ex- 
’(^Uge, 432 

Money economy, and ^uimess cycles, 4 

Money anarket, contact of reserve banks 
with, 269-273 

Mortgage tru^ certificates, 180 , 

Multiple expansion pf b^nk credit, 221- 
222 

Mutfcfe^l^, the. Phase I, S2(H525 
leakages, effed; of, 522 i^ , . r * ' 

price level and, 523-^24 
public works a^, 524^525 


Multiplier, the. Phase II, 525-532 
propensity to consume, 526 
Mutual saving banks, insured deposits 
of, 102-103 

N 

National Banking Act, 247-251 
National banking system; 
difficulties under, 253-257 
inelasticity, 255-257 
seasonal movement of funds, 1905- 
1908 (table), 254 
Treasury aid during crises, 259 
National bank notes, 248r-2^ 
collateral, 257-258 
called for redemption, 251 
inelasticity, 257-258 
limit on volume, 249-250 
redemption: 
agents, 248, 250 
fund, 250 

reserve requirements removed, 250 
National banks: 

branch banking, limits of, 408-410 
consolidations, 400-401 
double liability on stock, 60^1, 248 
expanding powers, 252-2^ 
failure experience, 421-423 
individual loan limit, 182-184, 248, 
252 

investments, 187-189, 197-198 
real estate loans, limits on, 184-185, 
248, 252 

reductions of required capital, 251 
reserves required against deposits, 
248, 253 

trust department earnings, 393 
trust powers, 375, 390-^92 
National Credit Corporation, 413 
National farm loan associations, 443, 
445-446 

Natural interest ral)e, 533, 542 
Negotiable instruments, 70-74 
defenses against payment, 71 
holders in due course, 71 
indorsements, types of, 72-73 
liability of partis, 73-74 
aHeraftion,. 72 

presentment and notioe <d dishonor, 

i , 

tests of negotiability, 71 
t3^es, 70 V ^ . 

Neutirii^nfcQO^^ : ; 

i^Iaad Bask; 230 , ^ 

Nonearniiig.iase6ii^ 139 r > « , 
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Nonmember clearing banks, 114r-115 
Nonpar banks, 119-120, 125 
Nontransit items, collection of, 126 

O 

Official rates of exchange, 618, 628, 633, 
635 

One hundred per cent money, 764-769 
some criticisms of, 767-769 
time deposits and loans under, 766 
Open Market Committee, 295-2^ 
Open-market operations of Federal re- 
serve banks (see also Federal 
reserve banks, open-market op- 
erations) 

effect on reserves of member banks, 
271-272 

instrument of credit control, 312-313 
relation to rediscounting, 312-313 
Open-market policy, flexible portfolio 
of 1939, 332 

Operating ratios of member banks, clas- 
sified as to size (tables), 398, 
399 

Overdrafts, 66, 82 

P 

Paper, money, inconvertible, 24 
PlEtper money exchange standard, 48-49 
Par collection: 
controversy, 124-126 
of checks: 

Federal reserve banks' efforts to 
establish, 124^126 
legislation to prevent, 125-126 
suits to prevent, 125 
Piegged exchange rates, 667-668 
Peso, Philippine, 40-42 
Pittman Act, 291 

Population per bapii of states "with 
good ah^i biid‘ failure rales, 
423 

Portfolios of^ bank^' requirements' of, 
203-204 

Preferred slock of naticmal banks, ’61, 
427-428 

Price-control measures, 672-679 
Price-level changes: 
effects of, 465-^5 
on business incomes, 469Mt70 
©nr. debtors and creditors, 468-469 
on income disfributmn, ^ 
on wage earners, 470 
long-run changes and prosperity and 
depressibh, 470^-4^ 


Price-level changes (Coni ) : 
measurement of, 456 
short-run changes and effect on busi- 
ness activity, 473-475 
types of, 466-467 
Prices: 

discount rate and, 5447^551 
dispersion among individual, 463, 465- 
467 

falling, and business depression, 3-4 
in Canada, 1900-1913 (tMe and 
chavt) , 595 

rising, disturbances of, to business, 4 
Prices and exchange rates, during acute 
inflation, 610-613 

Prices and war, 654-680 (also see War 
and prices) 

Primary credit expansion, 305 
Production credit associations, 449-451 
Production credit corporations, 449-451 
Profits, windfall, 4 
Propensity to consume, 526 
Public works as method of monetary 
management, 769-771 
Purchasing power, shifts of, as correc- 
tives in balance of payments, 
580-582 

Purchasing power parity: 
calculation, method of, 601-602 
criticism of Cassel's method, 602-603 

Q 

Quantity theory of money, 486-488 
applied directly to M and ikf', 490- 
498 

central banks and, 489-^90 
versus BuUioni^, 557-^1 

R 

Real estate loans, 178-481, 184-185 
advisability of making, by banks, 
180-182 

amortization of, 181 
msured mortgages, 185 
mortgage trust certificates, 180 
, national banks’, limits on, 184-185 
Real income, per capita, related to 
changing price levels, 472-473 
Receivables, loans on, by discount com> 
panics’ 434 

Receivers of failed banks, 101-102, 429- 
.430 

Recognised dealers in aeccfpfcanees, 43S 
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Redemption fund : 
for Federal reserve notes, 289 
for national bank notes, 260 
Rediscounting (see Federal reserve 
banks, rediscounts) 

Rediscoxmt rate : 

as instrument of credit policy, 308- 
311 

subject to control by Board of Gov- 
ernors, 294 

Rediscounts of reserve banks for each 
other, 269 

Regulation T, on security loans by bro- 
kers, 186, 433 

Regulation IT, on security loans to bro- 
kers and speculators, 186, 433 
Rehabilitation of failed and distressed 
banks, 427-429 
Rentenmark, 684r-685 
Reopened banks, after holiday, 415-416 
Reparations, German, 610, 684 
Repurchase agreements, 312, 379, 438 
Required reserves for: 

Federal reserve banks, 266-268 
member banks, 134-135, 305, 315 
national bank notes, 248, 250 
suspension of, by Board of Gover- 
nors, 294-295 

Reserve bank credit (chart) ,327 
Reserve cities, 132, 134, 248, 251 
Reserve ratios: 

effect on expansion of bank credit, 
230-231 

of Federal reserve banks, 268-269 
Resumption of gold standard (see Gold 
standard, resumption of after 
First World War) 

RFC: 

agricultural credit corporations, 450 
gold purchases by, 726-727 
loans to banks, 413-414 
purchase of bank stock and deben- 
tures, 415, 426-428 
Rigidity of prices, 742-746 
cause of breakdown of gold standard 
after 1929, 713-714 

Rising prices and economic well being, 
784-785 

S 

Safety Fund System, 242-243 
Saving and investment, inequalities of, 
as causes of business and price 
changes, 510-^517 

Savings, volume of, factors affecting, 
526 


Savings banks, 52-53 
Seasonal movement of funds, 1905-1908, 
254 

Second Bank of the United States, 241- 
242 

Secondary credit expansion, 305 
Secondary reserves: 
bankers’ acceptances, 145, 147-149 
call loans, 145-147 

commercial paper, 144^145, 147-149 
composition, 144-146 
definition, 142 

earning rates on different types 
(table), 147 
eligible paper, 145-146 
government securities, 146-148 
size affected by behavior of deposits, 
142-144 

Securities Exchange Act, 186, 433 
Security companies, separation of from 
banks, 411 
Security loans : 
classification, 155 

regulations of Board of Governors, 
186, 433 

Security trading, loans for, 152-154 
Segregation : 
of thrift deposits, 89-92 
of tmst assets, 382 

Self-liquidating loans, 204-208, 278-280, 
776 

Sensitive prices versus insensitive 
prices, 743-744 
Service charges, 85 
Sheltered goods, 570-571 
Sherman Silver Purchase Act of 1890, 
33^4 

Short-term loans, economic use of, 65- 
58 

Silver Purchase Act of 1934, 733-734 
Silver question, the, 732-734 
Single-name paper, 168-173 
Sovereign, British, 35 
Spanish silver dollar, 31-32 
Spontaneous correctives of disequilib- 
rium m balance of payments, 
580-582 

Stabilization Fund, 14, 621-622 
Stabilized dollar, 761-763 
Stable prices, wholesale, inflationaxy ef* 
feet of, 783-784 

Stable prices and equality of savings 
and investment, 784 

Standard money, 10^11 (also see 
^ Money, standard) 

Standstill Agreements, 6^ 

State Bank of Indiana, 246 
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State Bank of Ohio, 246 
State banks: 

advantages over national banks, 249^ 
252 

affiliated with national banks, 406-402 
failure experience, 421-423 
membership in Federal Reserve Sys- 
tem, 297—303 

ratio to all banks {table), 252 
State member banks, regulation of in- 
vestments, 197 

Sterilization of gold imports, 331-332 
Sterling-area countries, 49 
Stockholders’ equity, related to bank 
failures, 424-425 

Stock market collapse, 1929, 146, 326 
Stop payment orders, 82 
Straight rehabilitation plan, 428-429 
Subsidiary Coinage Act of 1853, 32 
Suffolk Bank, 238-240 
Supply of capital: 

effect of commercial banks on, 53-56, 
231-234 

effect of savings banks on, 52-53 
Surplus : 

Federal reserve banks, 100, 267 
national banks required to carry net 
profits to, 61 

required to start a national bank, 61 
Sweden, gold exclusion policy of, 668 

T 

Telegraphic transfers, 128 
Term loans, 175-177 
Theory of eligibility, 278-280 
Theory of value of money: 
cash-balance approach, 480-484 
equations, 49^501 
central banks, place in, 489-490 
discount rate and price level, 544-551 
Hawtrey’s view, 547-548, 551 
Keynes’ view, 548^51 
discount rate changes, effect of : 
on long-term interest rates, 54^550 
on marginal business undertakings, 
545 

on middlemen’s borrowing, 547-548 
on speculation, 545-^546 
equations of exchange, criticisms of, 
501-503 
gold, 552-561 

cost of production and value, 553- 
554 

equality of money value and bul- 
lion value, 552-553 
monetary demand for, 556-557 


Theory of value of money {ConL ) : 
gold {Cont.): 
monetaiy supply, 555 
output and changes in price level 
(chart), 553 

income approach, 504-517 
equations, 505 

Hawtrey’s approach, 508-510 
income velocity (table), 507 
Multiplier, Phase I, 520-525 
Multiplier, Phase II, 525-530 
Multiplier and public works, 524r- 
525 

savings and investment approach, 
510-517, 514, 517 
interest rate, place of, 533-551 
quantity theory, 486-488 
applied directly to M and M', 490- 

497 

Bullionist versus, 557-561 
transactions equation, 485-489 
velocity, place of: 
acute inflation and deflation, 496- 

498 

equality of V and T, Snyder’s study 
on, 492-495 

equality of V and T, theoretical 
case for, 490-492 

Thomas Amendment of the AAA, 727- 
729 

Three-cornered exchange, 376-377 
Time deposits (see Deposits, time) 
Trade acceptances, 164-167 
abuses, 166 

advantages to banks, 165-166 
bankers’ objections to, 166-167 
nature and use, 163-164 
Trade paper, 163-164 
Traders’ outlay, 509-510 
Transactions approach : 
demand for money, 477-479 
equation, 485-490 

Transfer drafts. Federal reserve, 127 
Tripartite Agreement, 622-623 
Trust companies, 381-396 
advantages to banks in being, 388-389 
classification of fiduciary functions, 
386 

classification .of types and assets, 391 
common trust funds, 389 
concentration in trust business, 389- 
390 

deposit of securities with state au- 
thorities, 387 
early development, 381 
earnings, 393^94 
fees for trust services, 394-396 
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Trust companies (ConL ) ; 
national banks as, 390^92 
types of trusts, 384r-385 
Trustees, duties and liabilities of, 382- 
384 

Trust receipts, 163 

U 

Unitary demand for money, 478-479 
United States: 

abandons the gold standard, 719-720, 
725-726 

bimetallism in, 31-34 
Government interest-bearing debt, 
148 

money, 14^18 
securities: 

collateral for Federal reserve notes, 
288, 290 

purchase by Federal reserve banks 
{see Federal reseive banks, 
open-market operations) 
stabilization fund, 621-622 
Unspent margin, 509 
Unused reserves, source of elasticity, 
227-228, 258-259 

V 

Vault cash, 132-133, 224 
Velocity of bank deposits in United 
States, related to volume of 
trade, 492, 496 

Velocity of money, income, 506-508 
Velocity of money in Germany, 1921- 
1923, 497 

Voting permits, holding company, 410 


W 

Waiver and sale plan of bank reorgani- 
zation, 429 

War and prices, 654r-680 
avoidance of price inflation, 66^77 
draining off consumers’ incomes, 
669-670 

high interest rates, 670 
output expansion, 676-671 
price controls, 672-679 
movements of controlled and un- 
controlled prices {table and 
chart), 675 

1917-1918 experience, 673-677 
overall ceilings, 677-678 
problems after 1940, 677-679 
rationing, 672-673 
selective type, 678-679 
business inflation, 662 
gold standard abandoned in 1914, 
666-667 

neutral countries, position of, 662-665 
postwar price movements, 679-680 
wholesale price movements in various 
countries (table), 622 
War finance : 

borrowing, arguments for and against, 
665-662 • 

consumers, effect on, 658-659 
inflation, usefulness of, 657-658 
pegged exchange rates, 667-668 
per cent taxes to total governmental 
expenditures, 1917-1919 (table), 
656 

problems of, 664-661 
Warehouse receipts, 161-163 
Wildcat banks, 238, 244-245 
Working reserves, 132-133 






